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Tue Bureau of Economic and Business Research of the 
Temple University School of Business and Public Admin- 
istration was organized to provide a vehicle for stimulat- 
ing and coordinating analytical studies. Its primary 
objectives include (1) service to the alumni as well as to 
the faculty and students of the University by bringing 
to their attention pertinent developments in the world of 
business, and (2) service to business and government by 
making contributions to the solution of specific problems. 
To this end, the Bureau both carries on specialized research 
and publishes quarterly the Economics and Business 
Bulletin, containing some of the significant results of its 
current studies. 


The reader’s appraisal of the Bulletin and comments 
upon it are solicited. The Bureau also will appreciate 
receiving suggestions and requests for particular studies. 


The opinions and views expressed in the articles con- 
tained in this Bulletin are those of the writers and cannot 
be construed as the official opinions or policies of the 
School of Business, 
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The Penetration of Discount Buying 


Among Philadelphia Families 
by MYRON S. HEIDINGSFIELD! 


Fair trade laws, designed to maintain 
standard prices on branded merchan- 
dise, were nullified in part by a recent 
decision of the Supreme Court. To dis- 
cover the effect of such laws, a study of 
purchases of branded merchandise was 
recently conducted for a sample of Phila- 
delphia families. Evidence obtained 
clearly indicates that a large minority of 
buyers obtain selected classes of such 
items at discount. The classes of dis- 
count items and the rates of discount 
disclosed by the sample are presented. 
The effect of price cutting on the de- 
mand for such items is analyzed to per- 
mit some concluding observations on 
the effect of standard price mainte- 
nance. 


INTRODUCTION 


Price cutting of fair traded merchan- 
dise has been practiced for many years, 
despite the fact that many people think 
it of recent origin. The publicity given 
to the price wars carried on by several 
out-of-town department stores during the 
past few months has lent substance to 
the feeling that such merchandising is 
comparatively new. However, during the 
depression price cutting became almost 
epidemic in proportion and many groups 
felt the need for some form of protec- 
tive legislation. Accordingly, a whole 
series of fair trade laws were passed in 
subsequent years as a means of insuring 
against a recurrence of this situation. 


HISTORY 


Resale price maintenance is now being 
practiced on an intra-state basis among 
some forty-five states. Prior to the re- 


1 Myron S. Heidingsfield is the Professor 
of Marketing in the Temple University 
School of Business and Public Adminis- 
tration. He is a practicing market re- 
search consultant and is the co-author of 
two texts and several professional papers 
on marketing problems. 


cent Supreme Court decision there seemed 
to be no obstacle to its inter-state prac- 
tice, as well.2 In its report on resale 
price maintenance, the Federal Trade 
Commission described it as 


“a system of pricing a trademarked, 
branded or otherwise identified prod- 
uct for resale in which, pursuant to 
laws legalizing such arrangements, 
the manufacturer, producer or brand 
owner, or his authorized agent, factor 
or wholesale distributor, prescribes 
by contract the minimum price or the 
resale price at which such product 
may be sold at wholesale, and the 
producer or manufacturer and his 
factors or wholesalers prescribe the 
minimum price or the resale price at 
which such a product may be sold at 
retail, in a specified State, or in a 
specified portion thereof, with the 
effect, of legally binding all other 
distributors in the specified area to 
conform to such prices. This is done 
by entering into contract with at 
least one such distributor of such 
product and serving notice upon all 
other distributors who are thereupon 
obligated to maintain the minimum 
price of the resale price named in 
the contract. In some cases, whole- 
sale distributors, acting without the 
authorization of the manufacturer or 
brand owner, have entered into con- 
tracts with retailers for the mainte- 
nance of retail prices.” 3 


It seems that the original impetus for 
the movement of fair trade pricing came 
from the manufacturers. 


“Later, with the development of 
the department store, the consumer 
cooperative, the chain store and last 
of all, the super market or ‘giant 
store’ types of distribution, the older 
types of merchandisers who progres- 
sively lost business to each new type 
of distributor that developed, turned 
to manufacturers, demanding price 
protection. Since about 1920, the de- 


2Schweggman v. Schenley Distilleries. 
See p. 4. 

Report of the Federal Trade Commis- 
sion on Resale Price Maintenance; United 
States Government Printing Office; Wash- 
ington: 1945:pp. xxvi-xxvii. 
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velopment of new types of distribu- 
tors has been rapid and the leader- 
ship in the resale price maintenance 
movement has been transferred from 
the manufacturers, of whom a small 
proportion producing trade-marked 
commodities, actively promoted re- 
sale price maintenance, to distribu- 
tors seeking protection in a main- 
tained resale price.’ 4 


The first resale price maintenance law 
was enacted in 1931 in California, and 
was subsequently amended to include the 
non-signer clause. In 1933, one more 
state enacted such a law. Eight addi- 
tional acts were passed in 1935, 4 in 1936, 
28 in 1937, 1 in 1938, 1 in 1989, and 1 in 
1941. “A large number of states adopted 
resale price maintenance laws in 1937, 
soon after the United States Supreme 
Court decision in the case of Old Dear- 
born Distributing Company v. Seagram- 
Distillers Corporation, declaring as con- 
stitutional the principal provisions, in- 
cluding the non-signer clause, of the 
Illinois resale price maintenance Law.” 5 


Of the forty-five state laws, 16 fol- 
lowed the amended California act, “21 
were patterned after the model sponsored 
by the National Association of Retail 
Druggists,” ® and the remainder were a 
combination of the two basic types. 


“In brief, these principal objects 
embraced the stipulation that no con- 
tract relating to the sale or resale of 
a commodity bearing the trade-mark, 
brand, or name of the producer or 
owner, or producer or distributor, 
which commodity is in free and open 
competition with commodities of the 
same general class produced by 
others, shall be deemed in violation 
of the law of the enacting State, by 
reason of provisions in the contract 
that the buyer will not resell the 
commodity except in accordance with 
the price stipulations of the seller; 
that the vendee or producer require 
any dealer to whom he may resell 
such commodity to agree that he will 
not, in turn, resell except at the price 
stipulations of the seller; also, the 
so-called nonsigner clause, which de- 
clared that willfully and knowingly 
advertising, offering for sale, or sell- 


4Ibid., p. xxvii. 
5Ibid., p. xxviii. 
Ibid. 


ing such commodities at less than the 
stipulated contract price, whether by 
a party to such contract or by some 
other party, is unfair competition 
actionable at the suit of any person 
damaged thereby.” 7 


In addition to the passage of state 
legislation, the Sherman Anti-Trust Act 
was amended in 1937 by the Tydings- 
Miller amendment. This amendment “re- 
moved the bar of illegality to the making 
of minimum resale price maintenance con- 
tracts covering commodities sold in inter- 
state commerce if they were to be resold 
in a State where such contracts had 
been legalized with respect to intrastate 
sales.” 8 


Recently the non-signer clause of fair 
trade legislation was reviewed by the 
Supreme Court. As a result of an action 
brought by the Schweggman brothers of 
Louisiana in the fair trading of liquor, 
it was decided that non-signers were not 
obliged to maintain a minimum retail 
price if the commodity was shipped on 
an inter-state basis. 


“Justice William O. Douglas said 
for the majority that the Miller- 
Tydings amendment to the Sherman 
Act did not carry approval of that 
part of the Louisiana law which pro- 
vides that a minimum retail price 
set by agreement between a manu- 
facturer and a dealer applies to all 
dealers in the state whether or not 
they sign the agreement. The Fed- 
eral law, the Justice said, ‘connote(d) 
a voluntary scheme’ in which stores 
might choose whether they would 
abide by price agreements.” 9 
According to the majority opinion, 
“Contracts or agreements convey the 
idea of a cooperative arrangement, 
not a program whereby recalcitrants 
are dragged in by their heels and 
compelled to submit to price fix- 
ing.’ 10 

“The majority said that the Fed- 
eral (Miller-Tydings) law did not 
turn over the whole problem of price 
handling to the states, but granted 
them only ‘limited immunity’. The 
Federal statute said nothing about 


7Ibid., p. xxvii. 

8 Ibid. 

® New York Times, May 22, 1951. 
10 Ibid. 
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what ‘nonsigners’ must do and the 
court could not read into the act a 
provision that was ‘meticulously 
omitted.’ ” 11 


In addition to resale price maintenance, 
or fair trade legislation, there is another 
category of legislation which goes by 
several terms: minimum markup laws; 
loss-limitation acts; or unfair practice 
acts. This type of legislation is used to 
prevent sales below cost, as defined by 
various state laws. 


“Prior to May 1940 approximately 

25 States had enacted laws of the 
type commonly designated as ‘Unfair 
Sales’ or ‘Unfair Practices’ Acts. A 
number of these State laws provide 
for the establishment of legal mini- 
mum mark-ups by trade association 
cost studies and that the minimum 
mark-ups established by such studies 
shall be competent evidence in any 
proceeding involving alleged selling 
below cost, with the burden of proof 
resting on the accused dealer to show 
that his costs actually were such that 
he was not, in fact, selling below his 
own cost as defined in the law.” 12 

It seems that the enforcement of these 

laws is left to the interested trade asso- 

ciations. 


As a result of fair trade laws there 
has been a growing tendency among some 
consumers to purchase the fair traded 
items below the stated retail price. It is 
the author’s opinion that many of these 
consumers have been encouraged by the 
activities of manufacturers, as well as 
the distributors, who have been caught 
with heavy inventories during periods of 
reduced demand. For example, the so- 
called discount house, which permits the 
consumer to purchase almost any fair 
traded item at a reduced price through 
the guise of “club membership,” seems to 
have an ample supply of these fair traded 
items. On the other hand, there are well- 
established groups within the community, 
such as teachers, firemen, policemen, etc., 
who, through their organizations, are able 
to purchase fair traded merchandise at a 


Ibid. 


2 Op. cit.. Report of the Federal Trade 
— on Resale Price Maintenance; 
p. lii. 


reduced price by showing a membership 
card to a designated retailer. 


This kind of situation prompted the 
Marketing Research class of 1951 of the 
School of Business and Public Adminis- 
tration of Temple University to attempt 
to measure the extent of discount buying 
among Philadelphia families.13 Moreover, 
it was determined at the outset that if 
this situation did exist in Philadelphia it 
would be advisable to obtain information 
on what kind of articles were bought, and 
through what sources they were obtained. 
This study was carried on during the late 
Spring of 1951, and was devised to cover 
the purchasing of the last five years. 


DISCOUNT BUYING IN 
PHILADELPHIA 


For the purpose of the study it was 
decided that discount buying would mean 
the purchase of consumer goods at less 
than retail price; this precludes the peri- 
odic type of “mark-down” or discount 
sale featured by some retail stores. The 
principal object of the study would be the 
ultimate consumer, and, in this case, the 
adult heads of a family unit. 


The precepts of good marketing re- 
search were followed throughout. Once 
the problem had been defined and the 
component elements of the problem 
evaluated, the students undertook a “con- 
versational interview” of a sub-sample 
of the Philadelphia population. This 
means that, with a topical outline, the 
students informally questioned a group 
of consumers to learn how they would 
express themselves with regard to dis- 
count buying. Once this work had been 
completed, a preliminary questionnaire 
was developed, and a second sub-sample 
of families was interviewed. The stu- 
dents were instructed to obtain not only 
answers to specific questions but to 
evaluate the questions themselves in light 


1%The students active in this study in- 
clude Miss B. Wolman and Messrs. W. 
Abel, M. Adelman, L. Alfano, J. Baen, C. 
Berkowitz, N. Berman, A. Braid, J. Cifor, 
E. Di Guiseppe, M. Dubyk, R. Ellis, W. Fi- 
field, F. Hartmeyer, J. Jurgens, M. Kelley, 
R. Lowery, J. 


Nagy, M. Newmaizer, C. 
Reinhart, W. R 


inck, R. Rosenberger, K. 


Ross, S. Steinberg. 
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TABLE I 


Percentage of Total Items Purchased at 
Less Than Retail Price 


and 
Percentage of Total Philadelphia Sample 
of Discount Families Purchasing 
Specified Items 


Percent Per- 
of Total cent of 
Items 


Items chased 


Electrical Appliances . 26.8 53.0 
Radio and Television.. 14.4 56.0 
138.1 25.4 
Drugs and Cosmetics 9.9 16.9 
5.5 13.0 
AUGOMOLIVE 4.2 13.0 
Household Wares ..... 2.9 Af 
Sporting Goods 

Equipment ......... 14 4.6 


* Will not total 100% because of multiple 
choices. 


of understanding by the respondents. 
When all of the data were collected a 
final questionnaire was constructed. 


To insure representativeness a proba- 
bility sample was designed. This means 
that blocks and dwelling units were se- 
lected on a mathematical basis, so that 
the student-interviewers had no choice 
in the selection of dwelling units but 
were sent to the homes on the basis of 
a scientific plan.14 Moreover, two inter- 
viewers were sent to each dwelling unit 
to interview simultaneously the adult 
members of the family—normally a man 
and wife. Every conceivable precaution 
was taken to insure that these sample 
findings would duplicate in miniature 
what was taking place among Philadel- 
phia families. 


Of the 279 families who were inter- 
viewed, it was found that 130, or some 
46%, had purchased approximately five 
items below retail price in the last five 


4%It must be constantly borne in mind 
that every properly designed population 
sample is characterized by what is tech- 
nically called a sampling error. Therefore 
all data presented subsequently must be 
considered with this qualification. 


TABLE II 


Percentage of Total Number of Electrical 
Household Appliances Purchased at Less 
Than Retail Price by the Philadelphia 


Sample 

Percent of 

Total Items 

Items Purchased 
Washing Machines .......... 12.5 
Vacuum Cleaners ........... 6.3 


Miscellaneous (items which 
accounted for less than 3%) 15.0 


years. (No attempt was made to measure 
or to compare purchases of items at regu- 
lar retail prices by non-discount families 
with purchases of discount families.) The 
purchase of radio and television sets and 
electrical household appliances predomi- 
nated. Table I indicates the detailed 
findings. 

In order to give a fuller picture of the 
prevalence of discount buying among 
Philadelphia families, a second type of 
analysis was made. Herein, the actual 
number of items purchased within each 
commodity class were counted, so that 
some idea might be obtained of the pref- 
erence for goods within commodity 
classes. For example, of all the items 
purchased at discount, electrical house- 
hold appliances were most numerous, 
comprising 26.8% of the list. Included 
in this group were electric clocks, fans, 
irons, mixers, refrigerators, toasters, 
vacuum cleaners, washing machines, etc. 
The discounts received on these items 
ranged from 10-50%. However, most 
buyers received a discount of approxi- 
mately 15%. (See Table II.) 

Among the total number of items pur- 
chased, the second most important group 
was radio and television equipment, ac- 
counting for 14.4%. Although the range 
of discounts was the same as for ap- 
pliances, most consumers obtained a dis- 
count of 23%. (See Table III.) 
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TABLE III 


Percentage of Total Number of Radio 
and Television Sets Purchased at Less 
Than Retail Price by the Philadelphia 


Sample 
Percent of 
Total Items 
Items Purchased 
Combination Radio and 
7.0 
Radio and Phonograph ...... 4.7 
Combination Radio and 


Miscellaneous (items which 
accounted for less than 3%) 


Furniture came in for a substantial 
number of mentions, 13.1% of the total 
items purchased at less than retail price. 
Bedroom and living room furniture, as 
well as floor coverings, seem to rank 
highest within this group. The discounts 
ranged between 10-50%, with 20% as the 
most frequently reported saving. (See 
Table IV.) 

Some 10% of the items purchased below 
retail price fell into the category of drugs 
and cosmetics. This included women’s and 
men’s toiletries, food supplements such 
as vitamins, perfumes, and proprietary 
medicines. In this group the discounts 
showed a greater range, falling between 


TABLE IV 


Percentage of Total Number of Items of 
Furniture Purchased at Less Than Retail 
Price by the Philadelphia Sample 


Percent of 

Total Items 

Items Purchased 
Floor Coverings 12.8 


Miscellaneous (items which 
accounted for less than 3%) 


TABLE V 


Percentage of Total Number of Drug and 
Cosmetic Items Purchased at Less Than 
Retail Price by the Philadelphia Sample 


Percent of 

Total Items 

Items Purchased 
Proprietary Medicines ....... 20.4 
Food Supplements .......... 15.3 
Toiletries—Men ........... 15.3 
Toiletries—Women ........ 15.3 


Miscellaneous (items which 
accounted for less than 3%) 


10-75%. Most shoppers secured a dis- 
count of some 20%. (See Table V.) 


Jewelry was the fifth most important 
category, and it accounted for 9.7% of all 
items bought at less than retail. It seems 
that most of the purchases were of a 
gift nature, as they included cigarette 
lighters, watches, diamonds, costume 
jewelry and silverware. The discounts 
varied from 10-50%, with the greatest 
number of buyers obtaining a 50% re- 
duction. (See Table VI.) 


One of the last important mentions was 
the clothing group, which included men’s, 
women’s, children’s, and infants’ wear. 
It accounted for 7% of the total number 
of items reported to have been purchased. 
The discounts fell between 10-40%, with 


TABLE VI 


Percentage of Total Number of Jewelry 
Items Purchased at Less Than Retail 
Price by the Philadelphia Sample 


Percent of 

Total Items 

Items Purchased 
Cigarette Lighters .......... 20.4 
Costume Jewelry ............ 10.3 
Fountéin Pens’)... 8.6 
Cigarette Cases ............. 6.9 
Men’s Jewelry 6.9 


ry 
Miscellaneous (items which 
accounted for less than 3%) 
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TABLE VII 
Percentage of Total Number of Clothing 
Items Purchased at Less Than Retail 
Price by the Philadelphia Sample 


TABLE IX 
Classification of Discount Buying by 


Source of Discount for the 
Philadelphia Sample 


Percent of 

Total Items 

Items Purchased 
26.2 
21.4 


Miscellaneous (items which 
accounted for less than 3%) 4.7 


15% as the most frequently quoted figure. 
(See Table VII.) 


In addition to these groups listed above, 
several other categories of consumer 
products were mentioned. However, most 
of the classifications accounted for less 
than 5% of the total number of items 
purchased below retail price. These in- 
cluded automotive accessories, foods, 
household wares, sporting goods, etc. 


One of the most interesting findings of 
this survey was the range in discounts 
which consumers received in the purchase 
of the various kinds of consumer goods. 
This information is summarized in Table 
VIII. 


The report indicated that those who 
received discounts frequently obtained 
them through friends. However, em- 
ployee discounts and buying through rela- 
tives played an almost equally important 
part. The method least frequently re- 


TABLE VIII 


Range of Discounts Obtained by 
Commodity Classification 


Range Aver- 


age 
Dis- Dis- 

Item counts counts 
10-40 15.0 


Drugs and Cosmetics 10-75 26.7 
Electrical Appliances 10-50 15.0 
10-50 50.0 
Radio and Television 10-50 23.0 
Other Classifications 8-50 20.0 


Percent of 

Consumers 

Receiving 

Source Discounts 


ported was use of the discount house or 
cooperative buying group. These findings 
are summarized in Table IX. 


An analysis of the sources from which 
these purchases were made indicated that 


60% of the goods purchased at discount 
came from retailers; 28.5% from whole- 
salers; 7.7% direct from manufacturers; 
and only 3.7% from discount houses or 
buying groups. 

One of the objectives of this research 
study was to uncover the importance of 
occupational status, level of education, 
and memberships in social groups as each 
might be related to discount buying. How- 
ever, no significant relationships were 
found. 

CONCLUSIONS 

A careful review of the study con- 
ducted among Philadelphia families in- 
dicates that electrical household appl- 
ances, including radio and television sets, 
were most frequently purchased at less 
than the retail price. However, analysis 
of the discounts received by consumers 
indicates that the greatest reduction was 
given to purchasers of jewelry items 
rather than to the buyers of appliances. 

It might be inferred from the local 
study that there is a certain amount of 
demand which can only be activated by 
reducing the prices on many of the fair 
traded items. This may lead to the as- 
sumption that the items are priced ap- 
proximately 20% too high, in light of the 
discounts obtained, and that additional 
sales volume may be procured by some 
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reduction in price, or the elimination of 
resale price maintenance. If the latter 
were accomplished it would mean that 
prices of the branded items, which had 
previously been fair traded, would be 
permitted to fluctuate in accordance with 
the vagaries of local demand and/or com- 
petition. Therefore, each distributor 
would be enabled to meet the problem 
peculiar to his trading area in the way 
he best saw fit, which may include tem- 
porary price reductions. 


In all fairness, however, it should be 
stated that potentially activated demand 
stimulated by price wars or purchase 
discounts may arise from the fact that 
some consumers consider the fair traded 
price a normal price, and therefore, any- 
thing purchased below that price is con- 
sidered a bargain—even when there is 
no immediate use for the item. If this 
assumption is correct some groups of 
consumers will tend to stock up on items 


which they do not need, and the long- 
run effect may be increased sharp and 
uneven fluctuation in demand. 


The overall problem of resale price 
maintenance is a tension-charged field. 
The emotions of those who are for or 
against it make it difficult to unravel the 
basic economic and marketing facts which 
may. hold the answer. Each side takes 
refuge in a dialectic which seems to prove 
that it is right. It would seem to the 
author that the answer lies in careful 
analyses of the various distributive serv- 
ices. One of the most important methods 
would be distribution cost analysis. This 
kind of research, properly executed, 
would reveal to the manufacturer and to 
the distributor what price, or prices, 
would afford the maximum total profit 
in light of current demand. Active mar- 
keting demand may be measured through 
the proper application of marketing re- 
search and sales forecasting. 


General Appraisal of the Pennsylvania Constitution 
by GAYLE K, LAWRENCE* 


An analysis of the present Pennsylvania 
State Constitution, this article points 
out many weaknesses of the present in- 
strument and suggests that there is 
need for a general revision. That it needs 
modernizing and streamlining to make 
it a statement of governing principle 
rather than a document of legislative 
detail is the conclusion of the article. 
It cites a number of specific instances 
where such change is now essential. 


PENNSYLVANIA’S Constitution is in 
immediate need of general revision. The 
77 years during which it has served as 
the Commonwealth’s basic instrument of 
government have revealed many serious 
defects. These weaknesses are not local- 
ized; they permeate every article of the 
Constitution, and they are not likely to 
be corrected by piecemeal procedures. 
The Constitution’s failings are not of 
such transitory or subtle nature that they 
have escaped public attention until the 
present time. Beginning in 1891 the elec- 
torate has been asked on four separate 
occasions to approve the calling of a con- 
stitutional convention for the purposes 
of general revision, and three decades 
have elapsed since a commission author- 
ized by the General Assembly and ap- 
pointed by the governor concluded that 
“a considerable number of changes of 
substance are ... necessary to make 
the constitution of the Commonwealth 
conform to modern thought and condi- 
tions.” 


NEED OF GENERAL REVISION 
Pennsylvania’s Constitution is encum- 
bered by statutory detail which attempts 
to spell out the minutiae of government 
in all its branches. This common failing 
of state constitutions written during the 
second half of the 19th century reflects 


* Gayle K. Lawrence is an Assistant Pro- 
fessor of Political Science in the Temple 
University School of Business and Public 
Administration. 


the growing apprehension of the elec- 
torate of that day concerning their public 
officials. Instead of being confined to 
an embodiment of fundamental law, the 
Pennsylvania Constitution sets forth with 
great specificity the machinery and agen- 
cies of government, their powers, and in 
some cases their personnel. Constitutions 
should properly represent a nice balance 
between stability and flexibility in gov- 
ernment, but the inclusion of a mass of 
statutory matter in Pennsylvania’s Con- 
stitution makes it inevitable that it will 
soon be dated and inadequate. Changing 
times bring changing needs, and a con- 
stitution must make provision, as Mr. 
Justice Cardoza put it, “for an expanding 
future.” 

There is no article of the Pennsylvania 
Constitution which, in the writer’s view, 
is so free of serious defect that it should 
remain unaltered. The Declaration of 
Rights contains statements of political 
creed of doubtful validity, duplicates un- 
necessarily several provisions of the 
national Bill of Rights, uses language of 
a vague and uncertain meaning, sets 
forth in too great detail procedural 
rights, and contradicts itself with regard 
to religious freedom. The three articles 
dealing with the structure of the execu- 
tive, legislative, and judicial branches of 
the government appear to almost guaran- 
tee an inflexible, unresponsive, and dis- 
integrated state government. The gover- 
nor is denied powers which are essential 
for executive leadership, and the legisla- 
ture is effectively saved from sin by no 
less than 28 clauses limiting its jurisdic- 
tion over special and local legislation. 
The judiciary, now consisting of a hodge- 
podge of courts of record and courts of 
non-record presided over by elective 
judges altogether too responsive to politi- 
cal parties, must be unified. The hands 
of the Commonwealth are tied in its fiscal 
powers, especially with regard to taxa- 
tion and borrowing. Under a burden of 
constitutional detail state-local relations 
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have deteriorated to the point that “home 
rule” is the shibboleth of political accept- 
ability and the near-dozen classes of 
municipalities openly do battle with one 
another for larger subventions from the 
state legislature. Recognizing that no 
constitution, as a human instrument, is 
likely to be perfect, it would seem essen- 
tial that provisions for change be made 
unmistakably clear. Piecemeal amend- 
ment of the Pennsylvania Constitution, 
however, is impossible in less than three 
years, and neither general revision nor 
amendment by popular initiative is men- 
tioned. To make matters worse the State 
Supreme Court interpreted Article 18 in 
such a way as to deny any change oftener 
than once every five years, during the 
period 1924-1937. 


EVOLUTION OF THE 
CONSTITUTION 

During its 174 years as a Common- 
wealth, Pennsylvania has operated under 
four Constitutions.! Ratification of the 
Constitution of 1776 formally marked the 
end of its colonial period and the begin- 
ning of its sovereign and independent 
statehood. The Constitutions of 1790 and 
1838 gave way in turn to the Constitution 
drawn up by convention in 1873 which 
went into effect on January 1, 1874. This 
Constitution, which is currently opera- 
tive, remained unaltered for a quarter- 


1During the period 1623 to 1681 Penn- 
sylvania’s government was little more than 
the law of Sweden and of the Netherlands 
administered by local agents. Following 
the assumption of proprietary rights by 
William Penn in 1681, Pennsylvania en- 
joyed a more highly developed government 
under a series of charters approved by the 
English monarch and Privy Council. There 
can be found a general description of this 
period of Pennsylvania government in 
Jacob Tanger, Harold F. Alderfer, and M. 
Nelson McGeary: Pennsylvania Government 
—State and Local, State College, Penns 
Valley Publishers, 1950, pp. 46-55. Copies 
of the royal charter granted Penn by 
Charles II, of the proprietary frames of 
government of 1682, 1683 and 1696, and of 
the charter of privileges granted by Penn 
to the people of the Commonwealth in 1701 
can be found in John S. Wiestling and 
Francis R. Shunk: The Proceedings rela- 
tive to Calling the Conventions of 1776 and 
1790. The Minutes of the Convention that 
formed the present Constitution of Penn- 
sylvania, together with the Charter to 
William Penn, the Constitutions of 1776 
and 1790, and a View of the Proceedings 
of the Convention of 1776, and the Council 
a Harrisburg, John S. Wiestling, 


century but has since been amended 54 
times at about the rate of one amend- 
ment per year.2 During the past half- 
century 77 amendments to the Constitu- 
tion have been formally initiated and 
voted upon, but 23 were rejected by the 
electorate. Five proposals for calling 
constitutional conventions, four of which 
applied to the present Constitution, were 
voted down by the electorate in 1825, 
1891, 1921, 1924, and 1935.3 

Now more than three-quarters of a 
century old, Pennsylvania’s Constitution 
is 15,092 words in length, which ranks 
it as about average as compared with all 
other states.4 

The Constitution of 1874 has served 
the Pennsylvania citizenry for a longer 
period of time than any of the other 
three constitutions. The Constitution of 
1776 lasted 14 years, the Constitution of 
1790 served for 48 years, and the Con- 
stitution of 1838 was in effect for 36 
years. The Constitution of 1874 has been 
suffered by the public for 76 years not 
because of widespread confidence in the 
instrument, but rather because they ob- 
served that some of the worst flaws were 
susceptible of change by piecemeal pro- 
cedures, and because of public immobility 
and a greater willingness to “bear those 
ills we have than [to] fly to others that 
we know not of.” 

In many respects the four constitutions 
under which Pennsylvania has operated 
as a Commonwealth have been progres- 
sively worse, measured as basic instru- 


2There were no amendments adopted 
during the period 1874 to 1900. During the 
decade 1901-1910 there were 13 a 
ments ratified; from 1911 to 1920, 11 
amendments; from 1921 to 1930, nine 
amendments; from 1931 to 1940; 11 amend- 
ments; and from 1941 to 1950, 10 amend- 
ments. See, Commonwealth of Pennsyl- 
vania, Legislative Reference Bureau: Dee- 
laration of Independence, Constitution of 
the United States, Constitution of Pennsyl- 
vania (reprinted from The Pennsylvania 
with corrections), Harrisburg, 


mend- 


8 Pennsylvania Bar Association, Commit- 
tee on the Pennsylvania Constitution (W. 
Walter Braham, Chairman): Report of 
Committee on the Pennsylvania Constitu- 
tion, Harrisburg, 1950, p. 13. 

4See table, “State Constitutions and Con- 
stitutional Conventions” prepared by 
Brooke Graves, Irving J. Zipin, and Samuel 
H. Still for The Book of the States, 1950- 
1951, Vol. VIII, Council of State Govern- 
ments, Chicago, 1950, p. 92. 
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ments of government. Although the Con- 
stitution of 1776 served only 14 years, 
it bridged the difficult period of transition 
from colonial status to independent 
statehood and, finally, to quasi-sov- 
ereignty under a federal system.5 Its 
revision was instigated by a factional 
struggle for control of the State govern- 
ment.® It became almost a necessity after 
the United States Constitution was rati- 
fied in 1788 because there were conflicts 
between the two.7 The Constitution of 
1776 vested extensive powers in a uni- 
cameral legislature, limited the powers of 
a plural executive, and provided more 
liberal suffrage conditions for the people 
than did most of the state constitutions 
of the time. Like other revolutionary 
state constitutions, it was ratified by the 
convention which formulated it without 
undertaking to submit it to popular refer- 
endum. 

The Constitution of 1790 provided for 
a bicameral legislature, vested supreme 
executive powers in a governor who was 
given a three-year term, abolished the 
office of Council of Censors, provided 
suffrage for freemen who had paid a 
state or county tax and who had been 
residents of the State for at least two 
years, granted judicial powers to a Su- 


5See, J. Paul Selsam: The Pennsylvania 
Constitution of 1776: A Study in Revolu- 
tionary Democracy, Philadelphia, Univer- 
sity of Pennsylvania Press, 1936. 

*Samuel B. Harding: “Party Struggles 
Over the First Pennsylvania Constitution,” 
Part XXI in Annual Report of the Ameri- 
can Historical Association for the Year 
1894, Washington, Government Printing 
Office, pp. 371-402. 

7™On September 24, 1784 the Council of 
Censors, which had been elected the previ- 
ous year “to enquire whether the consti- 
tution has been preserved inviolate in 
every part’, addressed a message to the 
freemen of the Commonwealth advising 
that “For seven years to come, the consti- 
tution cannot be changed; it may be ob- 
structed and opposed, abused and mis- 
applied to bad purposes. ... But we hope 
for better things. It is certainly our in- 
terest and duty as a people to be at peace 
with each other, and not to be led away 
by persons who have private and selfish 
views, into scenes of discord and misery. 
If with heart and hand united, we will all 
combine to support the constitution, and 
apply its injunctions to the best use of so- 
ciety, we shall find it a source (sic) of the 
richest blessings. We would earnestly 
recommend this to you.” On the question 
to adopt the address by the council, the 
motion was carried by a 12 to 9 vote. See, 
John S. Wiestling and Francis R. Shunk: 
Op. Cit., p. 128. 


preme Court and to a number of other 
general and special courts, listed state 
and local officers who were to be elected 
or appointed, and set forth in 26 sec- 
tions “essential principles of liberty and 
free government” which were to be recog- 
nized and established. The Constitution 
of 1790 represented a departure from the 
liberalism of the revolutionary period, 
although it did correct some weaknesses 
in the structure of the state government. 

The Constitution of 1838 differed little 
from the previous one, but it was thought 
necessary because of “extravagant ex- 
penditures authorized by the legislature 
and promiscuous and ill-advised granting 
of charters of incorporation.” 9 Conser- 
vative influences tended to further limit 
the powers of state officers. The term of 
office for members of the lower house of 
the legislature remained at one year, but 
the Senators’ term was reduced to three 
years. The Governor’s term remained 
at three years, but he was limited to two 
such terms in any nine years. The Con- 
stitution of 1838 authorized the state 
legislature to provide for a system of 
schools throughout the state “in such 
manner that the poor may be taught 
gratis.” The arts and sciences were to 
be promoted “in one or more seminaries 
of learning.” The Declaration of Rights 
in the Constitution of 1838 was almost 
an exact copy of the similar article in 
the Constitution of 1790.19 The economic 


8An early copy of this Constitution can 
be found in, Collison Read, Esquire. An 
Abridgment of the Laws of Pennsylvania, 
Being a Complete DIGEST of all such 
ACTS of ASSEMBLY, as concern the Com- 
monwealth at large. To which is added, 
An Appendix, containing a variety of 
Precedents (adapted to the several acts) 
for the use of Justices of the Peace, 
Sheriffs, Attornies and Conveyancers, 
Philadelphia, Printed for the Author, 1801. 

® Thomas Raeburn White: Commentaries 
on the Constitution of Pennsylvania Writ- 
ten from Books of the Biddle Memorial 
Library of the University of Pennsylvania, 
1907, p. 25; cited by Pennsylvania Bar 
Association: Op. eit., p. 1. 

10 Pennsylvania Constitutional Conven- 
tion: Journal of the Convention to Amend 
the Constitution of Pennsylvania: Con- 
vened at Harrisburg, November 12, 1872; 


Adjourned November 27, to meet at Phila- { 


delphia, January 7, 1873 (in Two Parts), 
Harrisburg, Benjamin Singerly, State Prin- 
ter, 1873, contains a copy of the Constitu- 
tion of 1838 with the amendments adopted 
in 1850, 1857, and 1864, and the proposed 
amendment of 1871. 
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crisis of 1837-1842 was largely respon- 
siblel! for preventing the introduction of 
many important changes in the existing 
constitution.12 Aside from the provision 
for election of judges, the new features 
of government introduced by the Consti- 
tution of 1790 were retained in the Con- 
stitutions of 1838 and 1874. 

The Constitution of 1874, which is in 
effect today, resulted from excessive spe- 
cial and local legislation written by the 
state legislature for the benefit of private 
parties and political machines.13 Politi- 
cal degeneracy which reached its nadir 
in Pennsylvania during the decade fol- 
lowing the close of the Civil War was 
little different from conditions which 
prevailed in most of the states.14 The 
reaction of a disillusioned public to their 
state legislatures, in which they had 
vested greatest confidence since revolu- 
tionary days, took the form in Pennsyl- 
vania and elsewhere of severe, constitu- 
tional prohibitions on all special and local 
legislation. This remedy has been found 
to be almost as difficult to bear as the 
malady it was intended to correct. The 
limitations on legislative power have so 
seriously impeded the states that the 
people have been encouraged to request 
the national government to take action 
on matters which should be determined 
at the State and local levels.15 


MOVEMENT FOR GENERAL 
REVISION 


In 1919 the Pennsylvania General As- 


1 See, William J. Shultz: “Limitations on 
State and Local Borrowing Powers,” The 
Annals of the American Academy of Politi- 
eal and Social Science, Vol. 181, September 
1935, p. 118. 

122See, Franklin Spencer Edmonds: “Fis- 
cal Aspects of Constitutional Revision,” 
The Annals ..., Ibid., p. 136. 

1%3During the period 1866 to 1873 there 
were 8,755 private acts passed by the state 
legislature—18 times as many as there 
were public laws enacted during the same 
seven years. In 1872 at the height of this 
legislative profligacy, there were 1,113 bills 
phnaed of which only 43 were general laws. 

ranklin Spencer Edmonds: Ibid., p. 137. 
See also, Thomas Raeburn White: Op. eit., 
P > cited by the Pennsylvania Bar Asso- 
ciation. 


4W. Brooke Graves: American State 
Government (3rd Ed.), Boston, Heath and 
Co., 1946, pp. 221-223. 

% National Municipal League: “Every- 
body’s Business”, (Editorial), National 
Municipal Review, March, 1948, p. 2. 


sembly authorized the Governor to ap- 
point a Commission on Constitutional 
Amendment and Revision “to study com- 
prehensively and in detail the provisions 
of the present constitution in the light 
of modern thought and conditions with 
especial view of the necessity or advisa- 
bility of changing or omitting any such 
provisions, in order to obtain and secure 
for the people of this Commonwealth a 
form of government best suited to their 
needs and most conducive to their wel- 
ware.” 16 Governor Sproul appointed 25 
members to the Commission within a few 
months, and the Commission made its 
report to the General Assembly about a 
year later.17 The Commission recom- 
mended the continuation of the general 
form of state government, and it found 
it unnecessary to make any changes in 
the Bill of Rights. As for the other 
articles the Commission recommended 
182 changes “of substance” in the Con- 
stitution. Because of the considerable 
number of changes which were recom- 
mended, the Commission thought it de- 
sirable that the Constitution be revised 
—not simply amended further. The Com- 
mission recommended that the General 
Assembly put before the electorate the 
question of calling a constitutional con- 
vention. When this was done by the 
General Assembly, the electorate defeated 
the proposal by a 100,000 majority in 
1921 and by a three-to-one majority in 
1924.18 

The need for revision of the Common- 
wealth’s Constitution became a central 
issue in the gubernatorial campaign of 
1934. Both major party candidates sup- 
ported a plan for assembling a constitu- 
tional convention, and when the Demo- 
cratic Party candidate won the office he 
immediately instituted plans with the 
House of Representatives, which his 
party controlled, to submit the question 


1% Act of June 4, 1919, P. L. 388, Section 2. 

17Commonwealth of Pennsylvania, The 
Commission on Constitutional Amendment 
and Revision (William I. Schaeffer, Chair- 
man): Report of the Commission to the 
Assembly, Harrisburg, December 

a Alderfer, and McGeary: Op. 
cit., p. 68. 
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to the electorate at the Fall primary in 
1935. In the ensuing political wrangling 
between the Democratic-controlled House 
and the Republican-controlled Senate, 
public enthusiasm for the convention, 
which had been so evident the previous 
year, was dissipated and the issue was 
lost by a vote of 1,184,160 to 916,949.19 

During his first term as Attorney- 
General of the Commonwealth, Charles 
Margiotti wrote that a new constitution 
for Pennsylvania was needed to correct 
at least five major defects: (1) overly- 
restricted powers of the executive and 
legislative branches; (2) inflexible judici- 
ary; (3) proliferated system of local 
government; (4) obsolete restrictions on 
taxing power, borrowing capacity—espe- 
cially with regard to taking care of the 
Commonwealth’s. indigent people; and 
(5) overly-rigid provisions for constitu- 
tional change.2° The Attorney-General 
chided those who feared that radical 
tendencies might be present in a new 
constitution for the Commonwealth, and 
he concluded by writing, 

“It seems clear that our present 
constitution, with the exception of 
the bill of rights, is inadequate, and 
a relic of the horse-car, hoop-skirt, 
horse-and-buggy era. Our constitu- 
tion is too detailed in its organiza- 
tion of the three great branches of 
State government, and it is too rigid 
to meet the needs of our ever ex- 
panding governmental functions.” 21 

A committee of the Pennsylvania 


Bar Association studying the problem of 
constitutional revision in 1950 concluded, 
“ ... in many particulars we have out- 
grown the plan of government and have 
burst the restraints imposed by our fun- 
damental law.” 22 The committee recom- 
mended the general revision of the Con- 
stitution by a constitutional convention. 
During the 1950 gubernatorial race, 
once again both major party candidates 
for the office asserted their interest in a 


19 Ibid., p. 68. 

®Charles J. Margiotti: ‘““‘Why We Must 
Revise the Constitution,” 
The Annals. ... Op. cit., p. 19. 

2 Ibid., p. 25. 

2 Pennsylvania Bar Association, Com- 
mittee on the Pennsylvania Constitution 
(W. Walter Braham, Chairman): Report 
-.., Harrisburg, 1950, p. 2. 


new constitution for the Commonwealth. 
Both major political parties inserted sec- 
tions in their platforms calling for re- 
vision of the present Constitution.?% 
Several of the newspapers of the state 
have added their voices to the growing 
public interest in a constitutional conven- 
tion, citing editorially specific weaknesses 
in the Constitution which political parties 
have referred to in more general terms.?4 


REVISION OF THE 
BILL OF RIGHTS 

The 26 sections which make up Article 
—“Declaration of Rights” — are, per- 
haps, the least in need of revision in the 
Constitution, but they are surely not 
without fault. This Article contains cer- 
tain statements of political axioms and 
theories which are so vague and general 
that they afford little protection to the 
individual against misuse of governmen- 
tal power. Moreover, they may cause 
mischief because they are impossible of 
exact interpretation and application by 
the courts. It sounds well enough to as- 
sert that “All men are born equally free 
and independent, and have certain in- 
herent and indefeasible rights ... ,” 25 
but such statements appear vacuous 
when squared against the hard, social 
problems of modern times wherein in- 
equality and all-powerful governments 
seem the mark of the day. The Declara- 
tion of Rights also suffers from inclusion 
of superfluous provisions, such as the 
allowance of emigration from the state.26 


2% The Democratic Party platform draft 
carried this statement: “The structure of 
the present state government was estab- 
lished in 1874. It is outmoded and archaic, 
inadequate to meet the needs of modern 
times. A new Constitution geared to the 
present-day responsibilities and obliga- 
tions of state government is necessary if 
we are to have a government operating in 
an efficient, business-like way.” Demo- 
cratic State Committee of Pennsylvania: 
Report of the Platform Committee Sub- 

, September 16, 1950, 


Se ee, ter example, appearing 
in the Philadelphia Evening Bulletin for 
March 6, 1950—‘‘Styles in Legislatures” ; 
for December, 1950—“Scranton’s Problem” 
January 6, 1951—‘‘New Laws for Philadel- 

hia”; January 12, 1951—“Trick Borrow- 
ng”; January 13, 1951—“‘“Summer Pri- 
maries” and “Constitutional Revision.” 

% Article I, Section 1. 


* Article I, Section 25. 


2 
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There are other sections, especially those 
dealing with the indictment process and 
with jury trial, which weigh the odds so 
much in favor of the defendant that 
they militate against the successful 
prosecution of crime.27 In general, the 
Declaration of Rights in the Pennsyl- 
vania Constitution should be rewritten 
to distinguish between that which is es- 
sentially a human right and that which 
is only an agency for attaining certain 
ends. The aims and objectives of a Bill 
of Rights should properly be expressed 
in a constitution, but the means to attain 
them would seem to be better left to 
legislative discretion.28 The Declaration 
of Rights should have added tc it some 
new provisions, such as the right of pri- 
vate employees to organize and bargain 
collectively.29 There may also be need of 
a provision permitting individual tax- 
payers to bring suit against any state 
agency, with the approval of the courts, 
to stop violation of the constitution.3° 


STATE LEGISLATIVE STRUCTURE 
AND POWERS 


Articles II and III of the Pennsylvania 
Constitution dealing with the legislature 
and its powers should be improved by 
elimination of obsolete requirements gov- 
erning the structure of the legislature, 
and by rewriting the numerous limita- 
tions which appear on the legislature’s 
fiscal powers and on its power to deal 
with the local units of government.31 


Any contemplated revision of the Penn- 
sylvania Constitution will have to take 
into account modern thinking with regard 
to unicameral legislatures, annual ses- 
sions, longer terms of office for legisla- 
tors, reduction in membership, expansion 


27 Herbert F. Goodrich: ‘Does the Bill of 
Rights Need Revision’? The Annals..., 
Vol. 181, September, 1935, pp. 32-38. 

2%W. Brooke Graves: “What Should a 
Constitution Contain” (Mimeo.), p. 1. 

2See, State of New Jersey: Constitution 
of New Jersey, Article I, Section 18. 

*® Recommended by the National Munici- 
pal League, Committee on State Govern- 
ment (W. Brooke Graves, Chairman): 
Model State Constitution (5th Ed.), New 
York, 1948, Article I, Section 113. 

William A. Schnader, “The Constitu- 
tion and the Legislature,” The Annals..., 
Vol. 181, September, 1935, pp. 39-49. 


of staff services, and automatic reappor- 
tionment schemes. There has been no 
strong movement in Pennsylvania for 
adoption of a unicameral form of legis- 
lature, but there is evidence that the suc- 
cess of Nebraska’s experiment with the 
device is attracting public attention.32 
Pennsylvania’s Constitution of 1776 pro- 
vided for a unicameral legislature, and 
it is entirely possible that the cycle will 
be completed with the next constitution 
for the Commonwealth. 


At least seven states already utilize 
annual legislative sessions, and the merit 
of such plans over the more common bi- 
ennial sessions doubtless warrants the 
study of such a plan for its applicability 
to Pennsylvania. Annual sessions are 
usually more expensive,?3 but they are 
more in accord with fast-moving times 
when some problems are too acute to 
wait a year or more for solution. Annual 
sessions obviate the necessity of calling 
special sessions of the legislature, and 
as long as members of the lower house 
are chosen for only a two-year term it 
would, at least, provide them with an 
opportunity to participate in two regular 
sessions. 


Pennsylvania state senators are elected 
for four-year terms, as are senators in 
31 other states, but the members of 
Pennsylvania’s lower house are chosen 
for only two years. While this is the 
plan followed by 43 other states it is too 
short for satisfactory service—especially 
so in the case of states like Pennsylvania 
which employ biennial sessions. Article 
II, Section 3 of the Pennsylvania Consti- 
tution could well be revised to provide 


% The special committee of the Pennsyl- 
vania Bar Association reported that the 
“proposal for a unicameral legislature 
found no great support in the committee, 
but a belief that it should be examined in 
the event a new constitution is to be made. 
“See Also, Philadelphia Evening Bulletin, 
in Legislatures,” (Editorial), March 
6, 1950, George W. Norris, who was prin- 
cipally responsible for establishing the 
one-house legislature in Nebraska in 1937, 
gave his reasoning in the article, “The One- 
House Legislature,” The Annals ... Vol. 
181, September, 1935, pp. 50-58. 

% Rodney L. Mott: “Annual or Biennial 
Sessions,” American Legislators Associa- 
tion, Chicago, 1934; cited by W. Brooke 
Graves: American State Government, op. 
cit., p. 256. 
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for four-year terms for the members of 
both its legislative houses (if the bi- 
cameral set-up is retained), with half of 
the members being elected to office every 
second year. If the turnover of legisla- 
tive personnel continues to be high, the 
longer terms of office for members of the 
lower house would help to stabilize that 
body’s functioning and add to the mem- 
bers’ experience. Retaining an abbrevi- 
ated term of office which permits a state 
legislator to serve but a few months in 
office cannot be defended. 


The membership of Pennsylvania’s 
General Assembly, as provided in Article 
II, Sections 16 and 17, is too large and 
should be reduced. There are 50 members 
in the upper house and 208 members in 
the lower house.34 Membership in the 
upper house of other state legislatures 
ranges from a high of 67 in Minnesota 
to a low of 17 in Delaware and Nevada, 
with an average of about 37. New York, 
for example, has 56 while Ohio has only 
36. Membership in the lower house of 
other state legislatures varies from a 
high of 399 in New Hampshire to a low 
of 35 in Delaware, with an average mem- 
bership of about 118. In this instance 
New York and Ohio have 150 and 139 
members respectively.35 While any fig- 
ure representing the maximum size of 
a state legislature is somewhat arbitrary, 
it is doubtful whether any state legisla- 
ture can operate efficiently if there are 
many more than 100 members. If a uni- 
cameral form of legislature were to be 
adopted, 100 members would seem to be 
more than adequate; if the bicameral 
form is retained, the membership of the 
state senate could be reduced to 25 and 


* Art. II, Section 16 provides that one 
senator will be elected from each of 50 
senatorial districts “of compact and con- 
tiguous territory as nearly equal in popu- 
lation as may be,” but no city or county 
is permitted to have more representation 
than one-sixth of the 50 senators. Section 
17 provides for election of representatives 
from counties on the basis of 200 “ratios” 
for the entire state. Each county is en- 


titled to at least one representative, and 
no district can elect more than four. Under 
the present apportionment scheme, which 
went into effect in 1921, there are 208 mem- 
bers in the lower house. 


Council of State Governments: 


Book of the ~~ 1950-51, Vol. VIII, Chic 
cago, 1950, p. 112. 


the membership of the lower house to 
approximately 75. 


The provision of Article II, Section 16 
asserting that “No city or county shall 
be entitled to separate representation ex- 
ceeding one-sixth of the whole number 
of Senators” and the provision of Section 
17 asserting that “ . .. Each county 
shall have at least one representative” 
make possible continuation of a bor- 
ough system of representation unfairly 
weighted in favor of rural areas. These 
clauses should be deleted. 


The General Assembly already uses the 
Joint State Government Commission as 
its investigatory, fact-finding, advisory 
agency, and it employs the Legislative 
Reference Bureau as its bill-drafting 
agency. These agencies were created by 
statute, but their work is so important 
to the legislature that it would seem bet- 
ter to require the establishment of agen- 
cies carrying on such functions in the 
Constitution.36 


Despite the specific requirement of the 
Constitution? that the General Assembly 
reapportion the senatorial and represen- 
tative districts following each decennial 
census, the apportionment scheme now 
in effect was enacted in 1921.38 In 1937 
the legislature tried to comply with the 
mandatory provision, but the reappor- 
tionment acts?9 were struck down by the 
courts as unconstitutional. Since that 
time the legislature has made no serious 
effort to redistrict the state, so a new 
Constitution for the Commonwealth 
should vest this responsibility in the Sec- 
retary of the Legislature, or in some 
executive officer who could be compelled 
by mandamus proceedings to fulfill the 


% The Model State Constitution, Op. cit., 
provides for a legislative council with the 
duties of collecting information concerning 
the government and welfare of the state, 
analyzing and reporting on proposed mea- 
sures, recommending legislation, and per- 
forming any other duties assigned to it by 
law. Art. III, Section 319. 

7 Article II, Section 18. 


8% Act of May 10, 1921, P.L. 455, as 
amended by Acts of 1923, P15, 172, 98,206 
and 942. Act of May 10, 1921 P.L 449, as 
amended by Act of 1923, ’P.L. 106. 

% Act of June 30, 1937, P.L. 2443 and Act 
of June 30, 1937, P.L. 2454. 
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responsibility.4° 

It is entirely proper for the Constitu- 
tion to limit the General Assembly’s 
power to deal with such special matters 
as changing names, granting divorces, 
adoption or legitimization of children, 
fixing the rate of interest, exempting 
property from taxation, and creating 
corporations or granting them special 
privileges.41 However, serious difficulties 
have been created by the Constitution’s 
restrictions on the legislature’s power 
with regard to lecal units of government 
and with regard to taxation and borrow- 
ing power. 

Because of the numerous bans on spe- 
cial and local legislation, the General 
Assembly has been forced to the ab- 
surdity of classifying municipalities 
(some classes having only one munici- 
pality, as in the case of Philadelphia— 
“Cities of the First Class,” and in the 
case of Pittsburgh—“Cities of the Second 
Class”) and then legislating by classes. 
This type of prohibition should be re- 
moved from the Constitution. 

The constitutional admonition to the 
legislature that “All taxes shall be uni- 
form, upon the same class of subjects 
within the territorial limits of the au- 
thority levying the tax, and shall be 
levied and collected under general 
laws” 42 has been interpreted by the 
state Supreme Court as denying the leg- 
islature the right to levy a graded in- 
heritance tax4? and, by extension, a 
graded income tax. This is an example 
of judicial interpretation on a - point 
where good grounds for either position 
may exist. The matter of public intent 
should be cleared up in a new constitution 
by specific provisions for or prohibition 
against such taxes. 

The method of calculating the allow- 
able debt of the Comonwealth should be 
changed. As matters now stand any debt 
which exceeds in the aggregate $1,000,000 


The Model State Constitution, op. cit., 
recommends that this authority be vested 
in the Secretary of the Legislature, Art. 
III, Section 303. 

41 William A. Schnader, op. cit., p. 42. 

42 Article IX, Section 1. 

48 Cope’s Estate, 191 Pa. I, 1899. 


cannot be incurred without amending the 
constitution.44 Inasmuch as the estab- 
lishment of a maximum limit does not 
appear to be practicable, any increase in 
the state’s indebtedness should require 
the approval of an extraordinary ma- 
jority of the legislature and, perhaps, 
electoral approval. Provisions governing 
the incurrence of debt, including amorti- 
zation and interest limitations, should 
properly be contained in the constitution. 
There should be no provisions requring 
that each issue take the form of a con- 
stitutional amendment,*5 however. 


CONSTITUTIONAL AMENDMENT 
AND REVISION 


In 1924 the state Supreme Court held 
that the concluding clause of Article 
XVIII, Section I, providing that “...no 
amendment or amendments shall be sub- 
mitted oftener than once in five years” 
applied to all amendments to the Consti- 
tution and not to any one particular 
amendment.46 Thus, despite the fact that 
the Constitution had been amended in 
the years 1909, 1911, 1913, 1915, 1918, 
1920, 1922, and 1923 the Court’s decision 
was taken to mean that the Constitution 
could not be amended in any regard dur- 
ing five-year intervals. This curious view 
was held to be valid until 1987 when the 
court reversed itself.47 In order to pre- 
vent future difficulties of this kind from 
arising, a new constitution for Pennsyl- 
vania should clarify this point. 


There is no specific mention of a con- 
stitutional convention in the Pennsyl- 
vania Constitution, so it might properly 
be assumed that the General Assembly 
could summon a convention for revision 
purposes without directly consulting the 
people.48 Because the convention method 
is probably the best technique for general 


# Article IX, Section 4. 


4 See, B. U. Ratchford, American State 
ars Durham, Duke University Press, 
1 
ie Armstrong v. King, 281, Pa. 207, 214, 

4. 

47Commonwealth ex. rel. Margiotti v. 
Lawrence, 326 Pa. 526, 1937. 

48 Clarence J. Shenton, “Can the Pennsyl- 
vania Legislature Alone Call a Constitu- 
tional Convention?” 10 Temple Law Quar- 
terly, 25, 1936. 
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revision of a state constitution,49 a new 
constitution for Pennsylvania should em- 
power the state legislature to call a con- 
stitutional convention without prior ap- 
proval of the electorate. When calling 
such a convention, the legislature should 
provide for the gathering and organiza- 
tion of data and the preparation of recom- 
mendations for convention members by a 
commission appointed by the governor. 
It would be wise, too, to add a provision 
making it necessary for the legislature 
to submit the question of a constitutional 
convention to the electorate at least once 
every 15 or 20 years. This should be 
made the responsibility of the Secretary 
of State or of some other executive officer 
appointed by the governor. 


For piecemeal amendment, Article 
XVIII should be changed to permit the 
submission of any proposed amendment 
to the electorate for ratification upon the 
approval of two-thirds (or some other 
extraordinary majority) of all the legis- 
lative members during any one session. 
If only a simple majority of all members 
can be had, then the present plan of hold- 
ing over the proposed amendment for a 
second legislative session might well be 
continued. 


There are 14 states whose constitutions 
permit the use of the initiative petition 
for instituting directly constitutional 
changes by the citizenry. Pennsylvania 
is not one of these states, and it is doubt- 
ful whether a new constitution for the 
Commonwealth should incorporate such 
a provision. The constitutional initiative 
device has been abused by a few of the 
states, particularly by those of the Pa- 
cific coast, and it may be as well to make 
no provision for its use in Pennsylvania.5° 


“See, Bennett M. Rich, “Convention or 
Commission?” National Municipal Review, 
March, 1948, pp. 7-13. 

% The Model State Constitution (5th Ed.), 
1948, Art. XIII, recommended the use of the 
initiative for amendment purposes largely 
on the grounds that it would give the 
people a direct means of starting consti- 
tutional amendment in the event they faced 
a recalcitrant or controlled legislature. 
See also, Charles C. Rohlfing, “Amendment 
and Revision of State Constitutions,” The 
Annals ... , Vol. 181, September, 1935, 
pp. 180-187. 


It should be made clear that the pro- 
visions for constitutional change are self- 
executing and are not in need of further 
legislative action to make them opera- 
tive.51, These provisions for constitu- 
tional amendment and revision are not of 
a permissive character demanding enab- 
ling legislation to place them in action; 
they are self-implementing and take 
effect immediately upon the adoption of 
the constitution. 


CONCLUDING OBSERVATIONS 


The weaknesses of the Pennsylvania 
Constitution discussed above are by no 
means the only ones which can be found. 
A merit system for the selection and ap- 
pointment of state employees should be 
given a place in a new constitution. All 
executive officers of the Commonwealth 
should be appointed by the governor who 
should be elected by the people. The en- 
tire state court system should be over- 
hauled to provide for a unified system 
under an elective chief justice and ap- 
pointive associate justices, as has already 
been attempted in a somewhat different 
form in California and Missouri. 


In a general appraisal of the Common- 
wealth’s Constitution, some particularly 
onerous features have been selected to 
illustrate the growing need of a general 
revision. The problem is not self-cor- 
rective; waiting a few more years will 
only aggravate the problems created by 
a constitution already out of tune with 
the times. The Constitution says too 
much, specifies too many details, leaves 
too little to the discretion of the legis- 
lature. The members of a Constitutional 
Convention cannot predict the problems 
or provide the answers for many decades 
to come. Rather, such conventions should 
aim to provide an instrument of principle 
under which implementing legislation, 
which can be modified by the legislature, 
can be drawn. 


51 See article on “Constitutional Revision” 
by W. Brooke Graves in National Municipal 
League, Committee on State Government, 
Model State Constitution with Explanatory 
Articles (5th Ed.), New York, 1948, p. 51. ~ 
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What Is Net Income? 


by JOHN H. ZEBLEY, JR.* 


The problem of determing a net income 
for business enterprise which will reflect 
changing economic conditions is the sub- 
ject of this article. The questions of de- 
preciation, income fluctuation, losses, 
capital gains, inventory adjustment and 
the like, along with the broader problem 
of changing economic structure, includ- 
ing price level, all are treated from both 
the economic and accounting points of 
view. 


THE ramifications of the subject of in- 
come determination, especially in a period 
of rising price levels, are tremendous. 
The by-paths through which one’s 
thoughts and research may be led in 
seeking the underlying fundamentals as 
a starting point for a discussion are al- 
most without number. For example, one 
may ask, should net income be considered 
as synonomous with profit, or, whose net 
income are we talking about and for what 
period of time? 


BACKGROUND AND CONCEPTS 

In the days of sailing vessels accounts 
were kept of those voyages on a round- 
trip basis. A ship was chartered, a crew 
engaged, a cargo was obtained and the 
vessel set sail. On arrival at its destina- 
tion the cargo was discharged and a new 
cargo was obtained for the trip back. A 
careful count was kept of the expenses 
of the voyage and these were balanced 
against the revenue from carrying the 
cargo. If the revenue exceeded the ex- 
penses entailed the enterprise was a 
profitable one. It mattered not that it 
took longer than twelve months to make 
the round-trip. The operator waited until 
the voyage was completed before deter- 
mining his profit, if any. 


*John H. Zebley is a member of the 
Philadelphia firm of Certified Public Ac- 
countants, Turner, Crook and Zebley. He 
is past vice-president of the American In- 
stitute of Accountants, 


1This paper was presented at the annual 
meeting of e Philadelphia Accountin 
Forum, Temple University, April 25, 1951. 


Now suppose that the owner of the 
ship upon its safe return got some inkling 
of the amount of profit that was made by 
the person to whom he had chartered his 
ship for the voyage just described and 
decided to operate the ship himself the 
next trip out. Assume further that the 
owner was also a sailing master and 
acted as captain of the vessel during a 
similar trip. For the sake of simplicity, 
it may also be assumed that the second 
voyage extended over a period of time 
equal to that required for the first one, 
that the supplies for the voyage and the 
services of the other members of the 
crew cost the same, and that the gross 
revenue from the cargo was the same for 
the second trip as for the first. Thus, the 
net result of the second voyage would 
also have provided a profit. But on the 
basis of the assumptions made, the dif- 
ference between the revenue and the ex- 
penses should be somewhat greater for 
the second trip than for the first. 


Would it be correct to say that the 
second voyage was more profitable than 
the first? The accounts of the two ship- 
masters would certainly indicate such to. 
be the case. Actually, however, the ex- 
penses of the first voyage included ele- 
ments which were not present for the 
second trip such as the charter fee, which 
was eliminated when the ship-owner used 
the vessel himself and the captain’s com- 
pensation since the owner acted as sail- 
ing-master. So it might be stated that 
profits under the latter circumstances 
represent not only a reward for assum- 
ing the risk of the enterprise but also 
include other elements such as compen- 
sation for the use of facilities, or for 
capital, and compensation for manage- 
ment. 

While we are in the realm of suppo- 
sition one may make one more assump- 
tion, that the ship-owner sold the vessel 
after the round-trip has been completed 
for “X” dollars above the amount that 
he had paid for it. In this way still 
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another element of “profit” or “income,” 
namely, capital gain, has been added to 
those elements previously mentioned. 

Many types of business transactions 
were carried on contemporaneously with 
the days of sailing ships and, although 
such transactions were completed in 
much shorter periods than those required 
for the voyage of a sailing vessel, in 
some instances on a daily basis, there 
was no compelling reason for a regular 
or periodic determination of profit or 
loss. Accordingly the allocation of ex- 
penses to products or to revenue either 
directly or on a time period basis was 
not done and the record-keeping required 
for the determination of historical costs 
of capital assets was not considered 
necessary. 

A determination of the profits earned 
by such enterprises generally was made 
by evaluating everything owned, count- 
ing up the debts as of a particular date 
and comparing the net result with a 
similar computation made as of some 
earlier date. Does that seem old- 
fashioned and antiquated? As recently 
as thirty years ago, the writer worked 
on an engagement having to do with the 
re-determination of the income of a lum- 
ber and millwork business for which the 
accounts were kept in just that manner, 
except that December 31 was the date 
for the complete inventory taking. At 
that time, new values for land, buildings 
and machinery as well as stock in trade 
were assigned. The excess of such values 
at the close of the year over those at the 
beginning represented the profit as de- 
termined by the owners of this estab- 
lishment. 

This type of income determination, 
when applied in the case of a corporate 
business, is known as the “equity change 
approach to the concept of income” in 
economic circles. That is about as close 
to the viewpoint of the economist as an 
accountant can get. Indeed, this method 
presents so many irreconcilables to the 
average practitioner, both theoretically 
and practically, that it appears impos- 
sible of use in this day. Moreover, on 
the point of reconciling the determination 


of income from the viewpoint of the 
accountant with that of the economist, 
the following by Sidney S, Alexander in 
his monograph entitled “Income Measure- 
ment in a Dynamic Economy” is interest- 
ing. 

“Economic science has no single 
universally accepted body of doctrine 
that need only be translated into non- 
technical language in order to tell 
the layman what ‘the economist’ be- 
lieves. Different economists believe 
different things and use different 
concepts, frequently with the same 
names. That is the basis of many 
a great controversy, and the subject 
of income and capital has been espe- 
cially rich in controversy among 
economists. It would accordingly be 
arrogant for anyone to present ‘the 
economists’ view of income.’ ” 

DETERMINATION OF 
NET INCOME 

The determination of net income from 
the viewpoint of the certified public ac- 
countant is the chief concern of this 
paper. Having cited some of the extremes 
in concept now in use, it will be worth- 
while to examine need for and sources 
of a definite concept of net income from 
this latter point of view. 

The accounting profession has been 
recognized in the social economy only 
for some fifty to sixty years. In the past 
ten to fifteen years it has indicated a 
willingness to accept the challenge of 
interpreting to the public the nature and 
relationship of costs, prices, profits and 
capital. A very sound and worthwhile 
beginning has been made in the develop- 
ment of accounting principles, concepts 
and standards for the determination of 
the net income of corporate business en- 
tities through the work of the Committee 
on Accounting Procedure and the Study 
Group on Business Income of the Ameri- 
can Institute of Accountants, the Ameri- 
can Accounting Association, the Securi- 
ties and Exchange Commission and the 
contemporary writings of many indi- 
viduals whose experience and background 
entitle them to recognition. 


Allocation of Charges and Credits 
With the tremendous expansion and 
growth of industry since the beginning 
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of the 20th century the corporate form 
of business entity has become almost 
universally used as a means of obtaining 
capital and assuring continuity of ac- 
tivity. It is natural, therefore, that cer- 
tain basic concepts should be recognized 
as a starting point.for the determination 
of the net income of business corpora- 
tions to the end that their financial state- 
ments may be more useful. 

Basic is the concept of the business 
entity as a going concern with an obli- 
gation to render periodic reports of its 
financial progress based on accounts kept 
in monetary units as a common medium 
for expressing the effect of a transaction. 
This concept then raises questions of the 
allocation of both charges and credits to 
such reporting periods and it sometimes 
gives rise to differences of opinion as to 
how corrections of such allocations may 
best be made when, in the light of sub- 
sequent events, adjustments are required. 

The process of allocation of charges 
and credits involves the accounting con- 
cept of matching costs and revenues dur- 
ing a specified period of time. Accrual 
of costs incurred and the deferment of 
a portion of costs acquired are part and 
parcel of this concept as is also the recog- 
nition of revenue as being earned only 
after a sale has been made or a service 
rendered. 

In the application of this concept de- 
preciation is the allocation against reve- 
nue of the cost of plant over the period 
of its useful life. Allocations should be 
made on the basis of objective evidence 
subject to verification but losses should 
be promptly recognized. The continuing 
nature of the enterprise should not be 
permitted to overshadow the realities of 
the situation with resultant postpone- 
ment of the recognition of losses. 

Above all else is the primary concept 
that allocations of charges and credits 
made for the purpose of determining net 
income shall not be extended to the point 
that the result of such allocations is the 
equalization of reported net income as 
between periods. 

Fluctuations in Income 
It is unrealistic to expect that a busi- 


ness will regularly produce income at a 
constant rate. Its own growth and ex- 
pansion of activities should produce 
peaks and valleys in the flow of income 
as variations exist between the productive 
capacity and the demand for its products 
to say nothing of outside pressures such 
as those brought about by competition 
and by the varying impact of taxes. 
The income flow in some industries 
reaches higher peaks and lower valleys 
than in others. In years past heavy in- 
dustry was often referred to as a “feast 
or famine” enterprise because of the wide 
fluctuations in earnings as between years. 
In such industries adjustments of allo- 


. cations of charges and credits properly 


may be occasioned from time to time by 
the introduction of new products or other 
measures adopted by management to 
make possible more uniform use of plant 
and facilities to the end that profits may 
be earned with greater regularity. 

The requirement that losses should be 
promptly recognized means that they 
should be reported in the financial state- 
ments for the period in which the loss 
occurs. There may be gains of an un- 
expected nature which also must be taken 
into account. These items usually are not 
directly related to the operations of the 
period in which they must be recognized, 
although their effect on the well-being of 
the business is no less real. Taxes, pen- 
sion costs and adjustments of other items 
affecting the operations of prior periods, 
both charges and credits, are examples 
of non-operating items of the current 
period which nevertheless must be re- 
ported. 

What effect should such items have on 
the net income of the current period? 
There have been two schools of thought 
on this question. The first may be desig- 
nated as the “all-inclusive view,” the pro- 
ponents of which, as the caption implies, 
advocate that all items affecting the in- 
come of the year be reported in the in- 
come statement for the year. The second 
may be designated as the “current oper- 
ating performance basis.” The propo- 
nents of this philosophy believe that all 
items not relevant to the operations of 
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the year should be excluded from the in- 
come statement so that the net results 
of operating the business for the period 
may be clearly set forth. 


It could well be that the recent amend- 
ment to Regulation S-X by the Securities 
and Exchange Commission will tip the 
scales in favor of the all-inclusive form 
of income statement even in the case of 
companies whose financial statements are 
not required to be filed with SEC. This 
new rule has not been in force long 
enough to permit knowledge of actual 
experiences of the Commission on the 
type of exceptions recognized by it to 
be publicized. The rule, however, pro- 
vides: 


“Except as otherwise permitted by 
the Commission the profit and loss or 
income statements filed for persons 
to whom this article is applicable 
shall comply with the provisions of 
this rule. 

(a) All items of profit and loss 
given recognition in the accounts 
during the period covered by the 
profit and loss or income statement 
shall be included. 

(b) Only items entering into the 
determination of net income or loss 
may be included.” 2 


Accounting series release No. 70 of 
SEC which accompanied the publication 
of the revised regulation S-X carried the 
following comment regarding the above- 
mentioned rule: 


“The principal new requirement 
pertains to Profit and Loss or In- 
come Statements and is contained in 
Rule 5-03 (a) which states: 

“ ‘All items of profit and loss given 
recognition in the accounts during 
the period covered by the profit and 
loss or income statements shall be 
included.’ ” 

“The inclusion of this requirement, 
which states a long established policy 
of the Commission, is deemed neces- 
sary because of the not always con- 
sistent practice followed by some 
registrants of excluding certain items 
from the profit and loss or income 
statements with the result that the 
amount shown thereon as net income 
or loss has been susceptible to mis- 


2Securities and Exchange Commission, 
Accounting Series, Release No. 70, (Ap- 
pendix), Washington, D. C., December 20, 
1950, Appendix p. 20. 


interpretation by investors. Recog- 
nizing that there might be excep- 
tional circumstances which would 
make it appropriate to deviate from 
this rule, but keeping in mind the 
Commission’s responsibility for pro- 
hibiting the dissemination of finan- 
cial statements which might be mis- 
leading to investors, Rule 5-08. 
Profit and loss or income statements 
was amended to read: 


“‘Except as otherwise permitted 
by the Commission, the profit and 
loss or income statements filed for 
persons to whom this article is ap- 
plicable shall comply with the pro- 
visions of this rule.’ ” 


“The purpose of this revision is to 
make clear to registrants that they 
are not forestalled from giving ex- 
ceptional treatment to exceptional 
items when both the representatives 
of the registrant and the Commission 
are convinced that such treatment is 
appropriate, 

“Notwithstanding this provision, 
representatives of the Executive 
Committee of the American Institute 
of Accountants appeared before the 
Commission and proposed that either 
Rule 5-03 (a) be eliminated from the 
regulation or the requirements with 
respect to the presentation of the 
final section of profit and loss or in- 
come statements be amended to per- 
mit, where appropriate, the exclusion 
of extraordinary items from those 
making up the caption Net income 
or loss. 


“To accomplish this, additional 
items, described in Rules 5-03 (17) 
and 5-03 (18), were added to those 
previously set forth in the regula- 
tion, and the last three items of the 
section pertaining to profit and loss 
or income statements (Rule 5-03) 
now appear as follows: 


“16. Net income or loss. 


“17, Special items.—State sepa- 
rately and describe each item of 
profit and loss given recognition in 
the accounts, included herein pur- 
suant to Rule 5-03 (a), and not in- 
cluded in the determination of net 
income or loss (Item 16). 

“18, Net income or loss and spe- 
cial items.’ 


“Captions 17 and 18 are to be used 
in those instances where it is be- 
lieved that the showing of a single 
unqualified figure of net income or 
loss might be misconstrued.” 3 


8 Ibid., pp. 2-3. 
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It is notable that the form prescribed 
by SEC for the statement of surplus 
under the new regulation S-X, although 
providing for the inclusion of item 18 of 
the income statement as item 2 of the 
surplus statement, also provides space 
(items 3 and 4) for other additions to 
and deductions from surplus not passing 
through the income account. The use 
that will be permitted of such items will 
undoubtedly be very closely supervised 
by the accounting staff of SEC. 


THE PROBLEM IN ITS 
CURRENT SETTING 

Business and the accounting profes- 
sion are still free to work out and de- 
velop accounting concepts and principles 
to improve the usefulness of financial 
statements, but it is necessary for the 
accounting profession to be alert to this 
opportunity and to retain the lead in such 
matters. Otherwise, accounting principles 
will tend to be developed by government 
edict rather than as a result of careful 
consideration and the judgment of the 
members of the profession as the needs 
of the economy in the course of its dy- 
namic growth require them. 


No one believes that the end has been 
reached and that there will be no further 
developments in our social economy to be 
dealt with by the application of the con- 
cepts, principles and standards of ac- 
counting. A brief review of the history 
of accounting developments in the past 
20 years is ample evidence of the ability 
of this profession to adapt itself and its 
methods to changing needs. However, 
one must be alert to prevent the twisting 
of sound accounting principles by the 
pressure of the tax laws until they be- 
come rules which, if carefully reviewed 
and utilized, permit a selection which will 
produce a lesser tax bill than might be 
the case if other rules were followed. 

A considerable part of the difficulty in 
which the accounting profession finds 
itself involved in the development of prin- 
ciples and concepts, in this writer’s view, 
stems, in part, from an over-anxious 
endeavor to produce financial statements 
which will be all things to all people. 


There are many rules regarding the de- 
termination of income for the purposes 
of taxation that are at variance with 
generally accepted principles of account- 
ing in regard to income determination. 
Exclusions and exemptions of certain 
types of valid income from an accounting 
standpoint for tax purposes have existed 
since the application of the earliest tax 
law. Likewise deductions of items prop- 
erly chargeable against revenue in sound 
accounting have been denied for tax pur- 
poses. Similariy, recognition of income 
or deductions for tax purposes in years 
other than those in which they are recog- 
nized in the accounts are other examples 
of the conflict between pure accounting 
principles and tax accounting. 

One of the concepts of income determi- 
nation previously emphasized is that 
there shall be a proper matching of costs 
against revenue. The recognition for in- 
come tax purposes of the LIFO principle 
of matching latest costs against current 
sales in determination of income brought 
expanded use of this method because of 
the apparent tax advantages offered 
thereby. So far the LIFO inventory 
method taxpayers have generally been 
able to keep ahead of the tax collector. 
But problems in reporting to stockholders 
have arisen as the result of the require- 
ment that all financial statements to 
stockholders be prepared on the LIFO 
basis if that basis is used for income tax 
purposes. 

One of the less desirable results of 
the wide-spread use of the LIFO method 
is the suggestion that a somewhat similar 
method should be permitted for the ab- 
sorption of plant costs at current price 
levels against current revenue. The claim 
is advanced that, if materials may be 
charged to operations at current costs, 
similar treatment should be permitted in 
calculating the amount of depreciation 
to be charged to operations. In other 


words, depreciation of plant based on 
historical cost is likened to the first-in, 
first-out inventory method while the last- 
in, first-out method is applied to ma- 
terials. 


The foregoing is an oversimplification 
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of the case of depreciation based on re- 
placement value. However, for the pres- 
ent, at least, the advocates thereof have 
been quieted by pronouncements of the 
Committee on Accounting Procedure to 
the effect that any basic change from his- 
torical cost in the accounting treatment 
of depreciation should await further 
study. 


Charging depreciation to income on the 
higher replacement cost of plant due to 
the price increases gives rise to a ques- 
tion as to whether income for the year 
would be more usefully represented. It 
appears unlikely that this would be pos- 
sible without making other parallel 
changes to reflect other results of the 
rise in the price level. The question also 
applies to assets other than plant and 
that portion of the inventory which may 
not be on a LIFO basis and the effect of 
a drop in the value of the dollar on the 
liabilities and especially on the long- 
term debt. Clearly, therefore, the ques- 
tion of depreciation on higher replace- 
ment costs is only one factor. The allow- 
ance of such items in the determination 
of net income might better await a de- 
cision on the adjustments to be made for 
changes in the price level among the other 
items mentioned. Moreover, for the mo- 
ment at least, a method of getting the 
same result has been worked out through 
the acceleration of the deduction for de- 
preciation in the earlier years of new 
plant acquisitions. In such instances the 
over-all useful life remains the same as 
it would be if depreciation were taken on 
a straight line basis but the amounts 
charged off in the earlier years of sup- 
posedly maximum utility of the new plant 
are greater than in the later years. 

If assurances could be given that no 
decline in the price level will take place, 
that the present price level has a floor 
under it of sufficient proportions to with- 
stand all future deflationary pressures, 
there might be greater urgency to re- 
state all of the elements represented in 
financial statements of all businesses at 
the new price level and get a fresh start. 
No one, however, can give that assurance 
and too many accountants and business 


executives remember the depression of 
the early 1930’s when plants were written 
down and charged off as being no longer 
useful, thus relieving the revenue of sub- 
sequent periods from the depreciation 
charge on such plants, only to find that 
within less than ten years all of such 
plants were required in our economy and 
many more had to be constructed. 


The creation of special war reserves 
touched off a problem in the determina- 
tion of net income which took about seven 
years to settle. It was urged about Janu- 
ary, 1942, that the government might 
well give recognition in its fiscal policy 
and in respect of taxation to the proba- 
bility of the existence of costs and losses 
arising from the war in currently unde- 
terminable amounts, by allowing such 
provisions as were made in the accounts 
of a business as deductions in the de- 
termination of taxable income. No such 
recognition was forthcoming for tax pur- 
poses but the accounts, having been estab- 
lished, were utilized and expanded until 
after the end of the war when the prob- 
lem of the return of the unused portions 
of such reserves had to be settled. Gen- 
eral agreement was reached in accounting 
circles that the unused portion of such 
reserves should under no circumstances 
be considered as representing income of 
the period in which the elimination of the 
unused portion occurred. 


Accounting treatment with regard to 
the creation and elimination of general 
purpose contingency reserves and re- 
serves for anticipated inventory losses 
has been to consider such items as being 
apart from the determination of the net 
income for the year. Clear disclosure is 
always required so that there may be no 
misunderstanding as to which figure on 
the income statement (when said items 
are reflected there) is to be considered 
to represent the results for the year. 


CONCLUDING OBSERVATION 


It is this writer’s view that, instead of 
developing further accounting principles 
with regard to the determination of net 
income and/or the form of presentation 
of the financial statements of business 
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WHAT IS NET INCOME? 


corporations, the accounting profession 
should review carefully those concepts 
and principles which have been developed 
and to endeavor to establish more gen- 
eral understanding and acceptance of 
those which have the greatest validity. 
The Committee on Accounting Procedure 
of the American Institute of Accountants 
now has under consideration a review of 
the accounting principles which have been 
set forth in its Accounting Research Bul- 
letins. It is their aim to prepare a re- 
statement to add to the usefulness of 
their findings. Of particular interest will 
be their treatment of the net income 
concept and all of the ramifications which 


have been suggested here. 

Whatever is developed, careful con- 
sideration must be given it and the 
methodology continuously adopted to 
changing conditions. One thing is clear, 
certified public accountants must continue 
to examine and question both the ac- 
counts, the standards and the criteria. 
When methods or concepts defy honest 
interpretation or use, they must be re- 
thought and a new base developed. Blind 
acceptance of a method or ruling, regard- 
less of consequences or implications, is 
no basis for maintaining the profession. 
In public accounting there is no substi- 
tute for independence. 


PHILADELPHIA BUSINESS INDEX 


The September 1950 issue of the Bul- 
letin presented a new index of general 
business conditions in the City of Phila- 
delphia. This series, prepared by Robert 
T. Kline, and designed to reflect eco- 
nomic activity exclusively within the 
boundary of the city, was based upon a 
combination of statistical data repre- 
senting (1) industrial electric power 
sales; (2) indexes of employment and 
employee-hours; (3) department store 
sales; (4) bank debits; and (5) total con- 
struction. Because the method of report- 
ing certain data is under revision by the 
originating agency, the change in aver- 
age weekly hours worked and the monthly 
change in total employment in the Phila- 
delphia metropolitan area, both prepared 
by the Pennsylvania Bureau of Employ- 
ment and Unemployment Compensation, 
have been substituted for (2) above. This 
is a temporary expedient to maintain 
continuity of the index. The original 
data series will be restored after revi- 
sion, probably by early 1952. It will be 
noted that the decrease in the index dur- 
ing the summer of 1951 is due almost ex- 


clusively to the decline in the construc- 
tion and bank debits components, both of 
which have undergone no change in form. 
The following table presents the index 
for the years 1939 through 1950 and by 
month from January, 1951.1 


Index of General Business Conditions, 
City of Philadelphia, 1947—100 


1951 
Year Index Month Index 
1939 73 Jan. 117.6 
1940 i Feb. 113.3 
1941 96 Mar. 112.9 
1942 99 Apr. 114.3 
1943 106 May 113.2 
1944 106 June 109.2 
1945 98 July 107.3 
1946 100 Aug. 108.9 
1947 100 Sept. 111.1 
1948 103 Oct. 
1949 97 
1950 108 


1Robert T. Kline, “A Measurement of 
General Business Conditions in the City of 
Philadelphia,” Economics and Business 
Bulletin, School of Business and Public Ad- 
ministration, Temple University, Philadel- 
phia, Pa., September, 1950, pp. 33-40. 


Historical vs. Replacement Cost— 


Depreciation of Capital Assets 
by JAMES S. WEEDEN, JR.* 


Business has long questioned the validity 
of historical as opposed to replacement 
cost as a basis for depreciating capital 
assets. It is a particularly important 
issue in these days of rapidly rising 
prices. The shareholder is certainly in- 
terested in this issue when taxation and 
dividends may, in fact, be based on 
literal consumption of his "real" invest- 
ment. This article presents some of the 
economic and accounting considerations 
having bearing on this point. 


THE current “inflationary” state of our 
economy has given rise to considerable 
literature in business circles on deprecia- 
tion and its relationship to the relatively 
high and rising price level. This interest 
has centered about the question: Should 
depreciation be based on the original or 
replacement cost of fixed assets? Pro- 
fessional literature, editorials in news- 
papers and magazines, and numerous 
treatises sponsored by manufacturer’s 
and trade associations have thoroughly 
explored the subject matter. Further, 
the United States Senate has conducted 
an inquiry into the “large” profits of 
business concerns. The underlying thesis 
of this inquiry was that depreciation 
computed on original cost was an ade- 
quate base. This inquiry occurred in 1948 
and capable representatives of both busi- 
ness and government participated in it.! 

The interest in this subject matter has 
not been restricted to airing views. Sev- 
eral corporations have taken action in 
various manners, ranging from reflect- 
ing the present “purchasing value” of 
the dollar in their financial statements 


*James S. Weeden, Jr., is a member of 
the Accounting Faculty of the Temple Uni- 
versity School of Business and Public Ad- 
ministration. 

1 Report of the Subcommittee of the Joint 
Committee on the Economic Report on 
Profit Hearings: U. S. Government Print- 
ing Office, Washington, D. C., 1949. 


to merely mentioning the problem in the 
written explanations which are an in- 
tegral part of their annual reports.? 


The subject matter of this paper is 
limited to an analysis of the procedures 
for the depreciation of fixed assets and 
the effects of a changing price level 
thereon. It is recognized that other ac- 
counts in the financial statement are sub- 
jected te the same phenomenon of a price 
level change. However, a recent survey 
of business assets revealed that fixed 
assets are the most predominant? and 
perhaps lends justification to this arbi- 
trary limitation of the subject matter. 


Significance of the Problem 


The proper base for the computation 
of depreciation is important because de- 
preciation is a deduction from gross in- 
come. While depreciation is only one of 
many deductions from gross income, it 
must be computed in order to determine 
the “profit” for the accounting period. 
The basis used, historical costs or re- 
placement value of the fixed assets, will 
produce a different deduction provided 
there has been a change in the price level 
from the original investment date of the 
fixed assets. In a period of a rising price 
level, with depreciation computed on the 
basis of original cost, an illusory profit 
occurs. This illusory profit tends to pro- 
mote a spirit of optimism throughout the 
economy and may result in excessive de- 
mands by labor, capital, and management 
for larger money payments. Further, 
profits of this type are subjected to Fed- 
eral and State income taxes, although 
they may not in fact be income on “real” 
capital but a return of “real” capital. 


2E. I. DuPont de Nemours, Financial 
Statement, 1947, 1948, 1949, 1950. United 
States Steel Corporation, Financial State- 
ment, 1947, 1948, 1949, 1950. 

* Jacoby, Neil H. and Saulnier, Raymond 
J., Financing Equipment for Commercial 
and Industrial Enterprise, National Bureau 
of Economic Research, 1944. 
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Economists and Income 


Income measurement provides a field 
full of hazards and debate, as no com- 
mon acceptance of what the term means 
has been attained at this date. Econo- 
mists and accountants, for example, dif- 
fer as to its precise meaning. The econo- 
mist’s method of computing income will 
be used throughout this paper. There- 
fore, income is considered to mean the 
“real value” of the net flow of goods and 
services into a business enterprise over 
a period of time. The dollar value of this 
flow of “real income” will be adjusted 
as far as practicable (i.e., insofar as ac- 
cepted accounting practice permits) to 
maintain for a given amount of goods 
and services (fixed assets) command over 
the same amount of other goods and 
services as held during the periods of 
time when the older assets were ucquired. 
This procedure maintains the constant 
purchasing power of the original mone- 
tary investment. However, in maintain- 
ing such constant purchasing power, the 
intention is not to imply that income 
as stated above should not be subjected 
to the ordinary risks of business. It is 
meant, however, that, where possible, 
income should be removed from the in- 
fluences of the fluctuating power of the 
dollar to command goods and services. 


The Accountant and Depreciation 


The accountant measures income in 
terms of dollars, and by charging the 
“inflated” revenue earned today with de- 
preciation on an asset purchased during 
the “deflationery” period of the ’Thirties, 
there is a net gain in dollars which, 
when this is distributed to any of the 
factors of production or paid as taxes 


. to government, represents a loss in com- 


mand of commodities and services at that 
date. To illustrate, assume an hypo- 
thetical case of an asset purchased in 
the ’Thirties for $1000 and having a 
current replacement value of $1500 dol- 
lars. The depreciation on original cost 
does not permit enterprisers to accumu- 
late a sufficient number of dollars to re- 
place that same asset with a similar one. 
The additional dollars necessary for cur- 


rent replacement must be provided from 
another source to meet the increased 
price. 


It is not to be implied that alert busi- 
ness management is not aware of this 
problem. Management has taken mea- 
sures to alleviate this problem such as 
withholding of dividends from investors 
and computing depreciation for statement 
purposes differently than for income-tax 
purposes. However, any such method 
adopted unless thoroughly explained to 
the interested parties, may be misunder- 
stood. The problem is one of social in- 
terest because the various factors of pro- 
duction, along with taxes, provide an 
inequity to management, by each of their 
individual demands for a share of profits 
of this type. Further, if management is 
forced to comply with demands for a 
share in these profits, the economy as a 
whole may be jeopardized by the im- 
pairment of the economic capital of these 
business enterprises. 


The accountant attempts to allocate in- 
come to that accounting period wherein 
it is earned. The determination of the 
net income for an accounting period re- 
quires the matching of costs against 
corresponding revenues. In the case of 
fixed assets, this is accomplished by allo- 
cating their cost over an estimated period 
of life, and that portion of the allocated 
cost (depreciation) is used in determining 
the net income for the accounting period 
under review. 


The above concepts reveal that the 
economist and the accountant are using 
two different bases for the valuation of 
the fixed assets. The economist, in com- 
puting “real” income, uses a base of re- 
placement value, while the accountant 
uses a base of historical or original cost. 
Thus, the term “cost” may have two dif- 
ferent interpretations in this paper, de- 
pending upon context: (1) The actual 
amount of funds expended (the ac- 
countant), or (2) in the case of replace- 
ment value, the amount of funds that 
would be expended if an asset were cur: 
rently replaced (the economist). 
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It should be noted that with replace- 
ment cost, the asset will not necessarily 
be replaced currently but sometime in the 
future. Consideration should be given 
to the ultimate replacement value, but it 
is not feasible to look into the future. 
Therefore, current replacement value is 
the best possible tool available. 


The American Institute of Accountants 
defines depreciation and depreciation ac- 
counting as follows: 


“Depreciation accounting is a sys- 
tem of accounting which aims to 
distribute the cost or other basic 
value of tangible capital assets over 
the estimated useful life of the unit 
(which may be a group of assets) in 
a systematic and rational manner. 
It is a process of allocation, not of 
valuation. Depreciation for the year 
is the portion of the total charge 
under such a system that is allocated 
to the year. Although the allocation 
may properly take into account oc- 
currences during the year, it is not 
intended to be a measurement of the 
effect of all such occurrences.”4 


Here the American Institute of Ac- 
countants allocate the use of historical 
cost as a base for compiling depreciation. 
Further, in a later release, the Institute 
became more explicit, stating, 


“When there are gross discrepan- 
cies between cost and current values 
of productive facilities, the commit- 
tee believes that it is entirely proper 
for management to make annual ap- 
propriations of net income surplus 
in contemplation of replacement of 
such facilities at higher price levels. 
It has been suggested in some quar- 
ters that the problem be met by in- 
creasing depreciation charges 
against current income. The com- 
mittee does not believe that this is 
a satisfactory solution at this time. 
It believes that accounting and finan- 
cial reporting for general use will 
best serve their purposes by adher- 
ing to the generally accepted con- 
cept of depreciation on cost, at least 
until the dollar is stabilized at some 
level. An attempt to recognize cur- 
rent prices in providing depreciation, 


‘Committee on Accounting Procedure, 
American Institute of Accountants, Ac- 
counting Research Bulletin, No. 20, Special, 
November, 1943. New York. 


to be consistent, would require the 
serious step of formally recognizing 
appraisal current values for all prop- 
erties, and continuous and consistent 
depreciation charges based on the 
new values. Without such formal 
steps, there would be no objective 
standard by which to judge the pro- 
priety of the amounts of deprecia- 
tion charges against current income, 
and the significance of recorded 
amounts of profits might be seriously 
impaired.” 5 : 

The accountants have various methods 
of computing depreciation on historical 
cost, each with its peculiar advantages 
or disadvantages. However, it is not the 
concern of this paper to describe or com- 
ment upon them. 


Economic Concepts of Depreciation 

Kenneth E. Boulding, representing the 
economists viewpoint, states that the 
proper method of computing the income 
for an accounting period would be to 
place a sale value on the assets (total) 
at the beginning and at the ending of the 
period.6 However, these valuations are 
subject to some degree of error in them- 
selves because it is not feasible for any 
business concern to sell its assets and 
then to repurchase them. 


He further comments as follows on 
accounting methods: 


“Accounting is usually carried on 
under the assumption that the value 
of the dollar remains unchanged. It 
is, however, one which is seldom 

' justified in economic history. Conse- 
quently, accounting and valuation 
systems are constantly misleading us 
as to the ‘true’ or ‘purchasing power’ 
value of our property and profits. At 
a time of inflation the dollar value of 
all goods tends to rise, and hence 
the dollar value of all property tends 
to rise. This rise in dollar value is 
frequently mistaken for profits, for 
profits are the ‘growth’ of the value 
of property. Such profits are quite 
illusory unless they are transformed 
into cash when prices reach a maxi- 
mum. But they play an important 
part in the business cycle, for even 


5Ibid., No. 33, December, 1947. 


evised e on, ew Y . 
Brothers, 1948, p. 425. 
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the illusion of profits is enough to 
increase the demand for imputs and 
therefore, to increase employment. 

“At a time of deflation of prices 
the value of property falls and the 
accounting system records losses. 
These losses may be as illusory as 
the profits of inflation, and yet they 
may have an equally potent effect. 
It is hardly too much to say that a 
revision of our accounting systems 
in the direction of identifying these 
‘illusory’ profits and losses would ma- 
terially reduce the fluctuations of 
business.” 7 


According to Irving Fisher, both the 
original cost and re-appraised value (cur- 
rent value) are based on discounted an- 
ticipated future earning power. The point 
of time when the estimates are made is 
the only difference.§ 


Frank A. Fetter comments, “Capital _ 


should be defined to mean the monetary 
summation and expression of the enter- 
priser’s purchasing power. It is essen- 
tially a financial concept, relating to busi- 
ness investment, and includes the present 
market valuation of all legal rights to 
income possessed by natural persons.” 9 


The concept of valuation of assets in 
relation to their discounted future earn- 
ing power seems to have further sub- 
stantiation by the following comment 
from The Economist: “In the field of in- 
vestment, informed opinion has lately 
been coming increasingly to the view 
that the capital of a business ought to 
be measured in terms of earning power 
rather than past expenditures. ... ” 10 


RECONCILIATION OF THE 
ACCOUNTANT’S AND 
ECONOMIST’S VIEWPOINTS 


The preceding paragraphs have pre- 
sented the accountant’s and economist’s 
viewpoints relative to the proper valua- 


7Boulding, Op. eit., pp. 802-803. 

8 Fisher, Irving, The Nature of Capital 
and Income, New York: The Macmillan 
Co., 1923. 

®Fetter, Frank A., “Reformulation of 
The Concepts of Capital and Income in 
Economics and Accounting,” The Account- 
ing Review, XII, No. 1, March, 1937, p. 9. 

1“What is Capital’?, The Economist. 
CXXVIII, August 28, 1937 4 


tion method of fixed assets as each pro- 
fession would recommend it to the busi- 
nessman for the computation of income 
for the enterprise in any accounting 
period. Kearney states the problem of 
fixed asset valuation as follows: “Depre- 
ciation based on cost will recover for the 
corporation its capital regardless of price 
level, for that is stated in terms of dollars. 
It will not recover for the corporation a 
sum of dollars sufficient to replace a simi- 
lar piece of equipment if the price level 
has moved upward and the new equipment 
is to cost more dollars than the original. 
Accounting capital has not been impaired; 
economic capital has been impaired.” 12 
Kearney apparently is implying that ac- 
counting methodology fails to protect the 
enterpriser economic-wise, and advocates 
a base of present value of future earning 
power for the valuation of assets. 


Basically, when the depreciation is 
computed on original cost of fixed assets 
in a period of price level change, the 
distinction between capital and income 
is not maintained, and therefore the in- 
come for the accounting period may in- 
clude an element of capital appreciation 
or depreciation. The payment of divi- 
dends or withdrawal of earnings from 
an enterprise during a period of a ris- 
ing price level with depreciation com- 
puted on original costs would mean an 
overstatement of income and conse- 
quently a dispersal of monetary capital 
funds. A converse situation would arise 
in a period of declining price level.12 


There is little doubt that accounting 
methods fail to protect the “purchasing 
power” of the original investment and 
subsequent additions or retirements 
thereto, by insisting upon the valuation 
of assets at original cost, when a rising 
price level change is being experienced. 
However, the practicability of construct- 
ing a suitable “cost of living” index, or 
any other method that may be suggested 


1 Kearney, Chester M., “Depreciation and 


Capital Replenishment,” Journal of Ac- 
segerenen. LXXIII, No. 5 (May, 1942), p. 


122Kester, Roy B., Advanced Accounting, 
wa The Ronald Press Co., 1946, pp. 
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for obtaining the current value of assets, 
is a field of study unto itself which has 
not as yet rendered a readily acceptable 
solution to the accountant’s dilemma.1% 


A reconciliation between the account- 
ant’s and economist’s viewpoints can be 
made. The Accountant, but not the Se- 
curities and Exchange Commission, has 
made concessions in accounting practices 
to the extent of recording upon the rec- 
ords of an enterprise an appraisal that 
may have been made. However, the ac- 
countant requests that the appraisal fig- 
ures be recorded in separate accounts, 
and that any calculations or computations 
involving their use be properly segre- 
gated from those derived from the orig- 
inal cost figures.1¢ 

The accountant advocates that where 
an appraisal is made the computation of 
depreciation of fixed assets should be 
based on the appraised valuation. The 
depreciation arising from the difference 
between original and appraised costs of 
said assets is to be segregated.15 


In the case of an appraisal resulting 
in an increase in asset value, an increase 
for a like amount would appear in an 
account called Revaluation-Credit. The 
depreciation of the appreciated assets 
would result in an increase in the expense 
of the enterprise and an increase for a 
like amount would appear in an account 
called Reserve for Depreciation on Ap- 
preciation. As an asset becomes fully 
depreciated or is disposed of by sale, 
the Revaluation-Credit arising from the 
appreciation of the fixed assets is trans- 
ferred to Earned Surplus and becomes 
available for dividend or withdrawal of 
earnings. This practice seems to be a 
paradox. The enterprise is endeavoring 
to maintain a constant “purchase power” 
of its monetary net worth by reapprais- 
ing the assets, but when the asset be- 
comes fully depreciated or sold, the Re- 
valuation-Credit arising from the ap- 
preciation becomes available for dividend 


18 Ibid. 


4 Accounting. Research Bulletin, No. 5 
April 1940, op. cit. 


18 Thid. 


or withdrawal as earnings.1¢6 


The problem of asset valuation in a 
period of a declining price level brings 
further complications into the situation. 
The Securities and Exchange Commission 
has characterized as “questionable” the 
practice of reducing depreciation charges 
by means of arbitrarily writing down 
fixed assets for the purpose of freeing 
current income to enable payment of divi- 
dends. A write down of fixed assets may 
force an organization into a legal reor- 
ganization and thereby jeopardize the 
equity of the present holders in the finan- 
cial structure.17 


Montgomery states: 


“There is usually little objection to 
an adjustment of book values that 
cancels appreciation. The fact that 
the necessity for such cancellations 
has been recognized is the strongest 
argument against recording appre- 
ciation in the first place. Whether it 
is wise to go further and reduce book 
values of fixed assets to amounts be- 
low their depreciated cost depends on 
many considerations. When based on 
appraisals, the goal may be merely 
‘sound’ values, based on present re- 
production cost. In such appraisals 
consideration may be given to such 
factors as prospective future use 
value, anticipated future earnings 
idle plant facilities, possibility o: 
obsolescence before full utilization of 
the complete plant, relation of total 
production capacity of an industry 
to anticipated demand for its prod- 
uct, and others.”18 


OTHER SUGGESTED METHODS OF 
RECONCILIATION OF ACCOUNTING 
AND ECONOMIC VIEWPOINT 


Accounting Methodology 


In addition to the recording of ap- 
praisals as given in the previous portion, 
the accountant has considered other 
methods which will be reviewed briefly. 


1%®Holmes, Arthur W., Auditing Prin- 
ciples and Procedure, Chicago: Richard D. 
Irwin, Inc., 1948, pp. 411-412, 


17 United States Securities and Exchange 
Commission, Accounting Series, Release 
No. 1, April 1, 1937. 

%Montgomery, Robert H., Auditing 
Theory and Practice, Sixth Edition, New 
York, the Ronald Press Co., 1940, p. 210. 
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Henry W. Sweeney, in his book titled 
Stabilized Accounting, would adjust all 
accounts in the financial statement by 
applying an index number to measure the 
fluctuating “purchasing power” of the 
dollar.19 


The accounting profession’s objections 
to this method are based on two practi- 
cal considerations: (1) the availability 
of an acceptable index and (2) the ad- 
justment of figures in the original books 
of entry. The accountant must have 
documentary evidence to substantiate the 
accounting entries. With the use of index 
numbers, an enterprise would be obli- 
gated to make adjustments in its ac- 
counts every time a price level change 
occurred. This procedure would be costly 
and would lend itself possibly to manipu- 
lation by some unscrupulous enterprisers. 


Many accountants see no solution to 
the problem of the effect of a fluctuating 
price level on income and capital other 
than solely through the media of supple- 
mentary remarks or data in the annual 
report. 


W. A. Paton, Professor of Accounting 
at the University of Michigan, recognizes 
that the existence of a changing price 
level coupled with depreciation on cost 
alone presents business with a problem 
of economic sacrifice. In an article, he 
indicates that the accountant should con- 


sider the possibility of reporting supple- 


mentary data designed to bring out the 
limitations of the conventional figures 
and that failure to do so is inexcusable.2° 


E. I. DuPont de Nemours Company of 
Wilmington, Delaware, in its annual 
report for the year ending December 31, 
1947, took cognizance of the “inflation- 
ary” price level change by decreasing 
its net income for the year with an 
account called “Excessive Construction 
Costs.” In this annual report, the audi- 
tors, Lybrand, Ross Brothers, and Mont- 


1% Sweeney, Henry W., Stabilized Ac- 
counting, First Edition, New York and 


London, Harper Brothers, 1936. 

2» Paton, W. A., “Accounting Procedures 
and Private Enterprise,” Journal of Ac- 
—~ Volume LXXXV V, April, 1948, 
p. 


gomery, Certified Public Accountants, 
took exception to this method and called 
the deduction not in accordance with 
good accounting principles. A year later, 
the same company altered its methods 
of decreasing gross revenue and an ac- 
celerated depreciation plan, whereby 
high but decreasing annual charges were 
accounted in the first and subsequent ac- 
counting periods, was adopted. The ac- 
countants certified the statement after 
noting a change in methods of deprecia- 
tion. 


The United States Steel Corporation, 
in its Annual Report for the year end- 
ing December 31, 1950, charged gross 
revenue with depreciation on original cost 
of assets, and, in addition, with charge for 
“wear and exhaustion” based on index 
numbers and estimates giving cognizance 
to the price level change. 


The Chrysler Motor Corporation, in 
its Annual Report for the year ending 
December 31, 1950, used the same accel- 
erated depreciation method described 
above. Further, the supplementary data 
which is an integral portion of the report, 
gives full thought to the problem of price 
level changes and fixed asset depreciation. 


In addition, the use of supplementary 
data as favored by Paton, could be in- 
corporated into the annual report, and 
possibly could give much needed informa- 
tion that is presently impossible to pre- 
sent due to the limitations of present 
accounting methodology. 


Income Tax Aspects 


The Federal Income Tax on enterprises 
has been avoided up to this point due to 
the government’s unyielding position of 
using only original costs in the computa- 
tion of depreciation. Whether the gov- 
ernment is morally obligated to enact 
legislation to grant exemption on income 
or losses arising from price level changes, 
is not in the realm of this paper. How- 
ever, the government, in its present tax- 
ing policy, is taxing the accountant’s net 
income which has been shown to be a 
far different income from the economist’s. 
In the present “inflationary” state of our 
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economy, there is no doubt that in many 
instances this taxing policy is placing 
a levy against capital rather than income. 
The thought may be presented, that the 
government requires funds to perform 
the functions of the state, and, regardless 
of the base used for computation of taxes, 
these funds must be obtained by taxation. 
It is therefore possible that shifting the 
base for computation would give enter- 
prisers no greater advantage in the ag- 
gregate than they presently enjoy. 


Inflation and Accounting in France 


Perhaps a solution to the situation 
could possibly be found by a study of the 
methods employed by the countries in 
Europe, where an “inflationary” condi- 
tion becomes more rampant at times than 
has ever been experienced in the United 
States. 


France, for example, a country that 
has experienced this phenomenon since 
World War II, has enacted statutes 
wherein permission is granted to the 
enterpriser to write up his assets by a 
percentage increase as calculated by gov- 
ernment authorities. This method would 
meet the foremost objection of account- 
ants to altering the original cost basis, 
mainly because such pronouncements by 
the government would be subject to strict 
control, and would not lend themselves 
to manipulation and disillusioning of pub- 
lic trust in accounting statements. 


France has also allowed a tax deduc- 
tion for the additional depreciation on 
the appreciated assets, provided the funds 
are retained within the financial struc- 
ture of the enterprise, and are not dis- 
bursed as dividends or withdrawal of 
earnings for a prescribed number of 
years. 


This retention of the appraisal depre- 
ciation within the financial structure 
seems to be the most important feature 
of France’s statute. With such retention 
of funds, “real” capital or the “purchas- 
ing power” of the original investment, 
plus any additions and minus any retire- 
ments thereto, could be maintained. 


CONCLUDING OBSERVATIONS 


From the tenor of this paper, one 
would believe that the writer has placed 
greater emphasis on economic income 
than on the accountant’s net income. 
Basically, the problem is a serious one 
and the accountant cannot deny that the 
income reported by his methodology may 
jeopardize an enterprise as well as an 
economy as a whole. However, the ac- 
countant cannot be an oracle, nor can he 
be held responsible for any financial re- 
port that he is unable to substantiate by 
documentation. The dollar over a period 
of time is not a consistent unit of mea- 
sure and this should be recognized in the 
accountant’s report to the management 
and stockholders. 

Financial reports as rendered by ac- 
countants present the truth insofar as 
dollars and cents are concerned, but it is 
not necessarily a truism that an enter- 
prise in good monetary position is also 
in a good economic condition. The “price 
level” changes that may have occurred, 
since the time of origination of the enter- 
prise, may cause the financial report to 
represent a legal fiction. 


Without the intervention of the gov- 


ernment in prescribing an index for the 
purpose of “writing-up or down” of assets 
in order to reflect the changing price 
level, the contention of Paton, that the 
accountant should use supplementary 
data in his presentation of the financial 
report, seems sound. With the various 
indices available, a competent survey of 
an enterprise’s operations could be com- 
pared for a number of prior accounting 
periods. This survey would serve as a 
notice to the managers of the enterprise, 
in conjunction with the present and 
“would be” investors, of the current posi- 
tion of the particular enterprise in the 
economy as a whole. Further, from the 
information presented in such supplemen- 
tary data, the managers might adopt a 
dividend policy that would coincide with 
the findings, either retaining or declaring 
dividends as the case may warrant, in 
order that “purchasing power” of mone- 
tary capital as described would not be 
impaired. 
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